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Accountancy as a Profession 


WHAT OPPORTUNITIES DOES IT OFFER FOR A PRO- 
FESSIONAL CAREER? 


By J. HuGH JACKSON 


Accountancy is the newest of all the great professions. Even 
fifty or seventy-five years ago it was scarcely known in the 
United States, and in Great Britain it was relatively important 
only in the case of bankruptcy or fiduciary work. Today ac- 
countancy is known throughout the length and breadth of the 
land; it is recognized as one of the greatest of business aids, and it 
affects business organizations, both large and small, throughout 
the world. 

Because of its great importance and of its rapid development 
during these recent years accountancy has offered splendid pro- 
fessional opportunities to ambitious and properly qualified young 
people. But this has not been without its disadvantages, both 
to the profession and also to those who have chosen it as their life 
work. Many persons, whose personality and temperament, as 
well as whose technical training wholly unfitted them for the 
work, have been attracted to it by the advertisements of certain 
correspondence schools which have held out as an inducement 
almost fabulous earnings with minimum preparation. More will 
be said of this later. 

It is the purpose of this article, therefore, to outline briefly 
what accountancy is, its relation to modern business, the type of 
personality necessary for success in it, the training which is 
needed, and the opportunities which it offers to ambitious young 
men and women for a professional career. 


HISTORICAL 


It is not necessary in a discussion such as this to touch upon the 
history of bookkeeping and accountancy throughout the world, 
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but it may be interesting to do so. Among the earliest forms of 
social life we find the origin of the science of accountancy. We 
do not mean that records were kept in the form which would be 
understood by us today, yet there are a large number of business 
records which have come down to us from the period beginning 
about 2600 B.C. which deals with sales, letting, hiring, money 
lending, partnerships, and so forth. The oldest of these have 
been found among the ruins of Babylon. The medium employed 
in these relics of ancient Babylon was clay and the data were 
written in the cuneiform or wedge-shaped characters of that 
people. The bookkeeper, if we may term him such, wrote with a 
stylus on a small clay slab which was sufficiently moist to receive 
the impressions without difficulty, and yet was sufficiently firm 
to prevent the impression from becoming blurred or defaced. 
The record was then made permanent by baking or sun-drying 
the slab. 

In ancient Egypt the fiscal receipts and payments of Pharaoh 
were made in kind, money being unknown. The scribe, as in 
Babylon, therefore became a necessity, his qualifications consist- 
ing of a knowledge of reading, writing, arithmetic, elementary 
bookkeeping and a certain proficiency in wording administrative 
formulae. His records or accounts were prepared on papyrus, 
and these documents, such as are extant today, show definitely 
how much was received, from whom and when, and the details of 
how it was used. We are told that this minute care related not 
only to large amounts but that even the smaller quantities were 
conscientiously entered. 

Likewise, in all the leading civilizations of the world, particularly 
among the Persians, Phoenicians, Carthaginians, Rhodians and 
Israelites, we find traces of records relating to such business trans- 
actions as took place at that time. After the Egyptians, however, 
the next nation concerning whose methods of accounting we have 
any definite information is the Grecian, particularly with regard 
to the public finances of the Athenians. Later, in Rome, central 
accounting offices were organized where the work under a super- 
intendent was carried on by bookkeepers, or tabularii, and their 
assistants, the latter often being slaves. Both the Greeks and 
the Romans developed to a high state of efficiency their account- 
ing control over the public revenues and expenditures, the Romans 
in particular recognizing from early times the essential distinction 
between the person who imposes taxes and authorizes expenditures 
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and the person who is responsible for the actual collections and 
disbursements. 

In Great Britain, where the earliest systems of accounting 
known to the Anglo-Saxon race are found, the records relate first 
to the exchequers in England and Scotland, the oldest account 
which has been preserved being the English pipe roll of the year 
1130-1131. Some authors tell us that the English royal revenue 
was audited as far back as the reigns of the first two Norman 
kings, but the establishment of the English exchequer is usually 
assigned to the reign of Henry I (1100-1135). 

However, these records of accounts are not like the system 
which we use and know today. Without discussing the details of 
its development we look upon the Franciscan monk, Luca Paciolo, 
as the founder of modern accounting. In his Summa published 
in 1494, which was also the first printed work dealing with algebra, 
we find the first treatise on bookkeeping. Paciolo was one of the 
celebrated mathematicians of his day, and the purpose of his work 
was not in the first place to give instruction in bookkeeping, but 
to summarize the existing knowledge of mathematics. Yet it is 
seldom that a first book on a subject has sodominated its literature 
as was the case of Paciolo’s De Computis et Scripturis (the title 
given to the portion of his Summa dealing with bookkeeping). 
For many years afterwards this was practically the only work 
on double-entry bookkeeping, and it is surprising how much 
of our double-entry bookkeeping today is still in accordance 
with the general principles laid down in this early treatise. 

Turning to the development of modern accounting, it is un- 
questionably true that the greatest development has taken place 
in Great Britain and in the United States. In Great Britain the 
development of accountancy was originally through the accounting 
of trustees and agents to the parties to whom they were responsible 
and it perhaps was only a natural outgrowth that corporation and 
general business accounting should follow the lines so developed. 
The first Scottish Society of Chartered Accountants was organized 
shortly after 1850 and received a charter or royal warrant for in- 
corporation in October, 1854. In England the first step in the 
organization of the profession was taken by Liverpool accountants, 
who organized a local society about 1870. Several other societies 
were subsequently organized, the majority of which became in 
May, 1880, the Institute of Chartered Accountants in England 
and Wales. 
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The history of the profession of accountancy in the United 
States is even more recent. The American Association of Public 
Accountants, now the American Institute of Accountants, was 
incorporated in New York in 1887. The first state law granting 
the title certified public accountant was passed in the state of New 
York and signed by the governor in August, 1896. Since that 
time the development has been rapid until at present every sub- 
division of the United States, including the District of Columbia, 
Alaska, and Hawaii, have more or less satisfactory laws regulat- 
ing and defining the profession of accountancy. Several national 
organizations representing various interests and activities have 
been organized, each one doing, or attempting to do, a construc- 
tive work for the good of the profession. It is this profession, 
then, which may be described as one of the oldest of the arts but 
the newest of the professions, which offers such unusual attrac- 
tions to qualified young men of today. 


WHAT IS ACCOUNTANCY ? 


Accountancy has been defined as the “science of business.”’ 
Paciolo in his early treatise stated that the object of bookkeeping 
was ‘‘to give the trader without delay information as to his assets 
and liabilities.’’ This, with certain modifications, is the purpose 
of accountancy today. In other words, it is the purpose of ac- 
countancy to give to the business executive or to others interested 
in the business a concise, systematic, orderly statement of the 
assets, liabilities, proprietorship and earnings of the organization. 
This includes proper organization of the departments within a 
business, the proper classification of various kinds of property, 
revenues and expenses, and adequate means for bringing together 
the business data so that anyone interested may obtain a syste- 
matic and orderly bird’s-eye view of the business or other 
unit. 

The subdivision of accountancy which is most often quoted is 
that of a prominent English accountant who has classified all ac- 
counting as constructive, recording, or analytical. Constructive 
accounting, as the term implies, includes an analysis of the needs 
of a business organization, its departmentalization for accounting 
purposes, the preparation of the records, the classification of ac- 
counts needed, and the issuing of general instructions for the 
guidance of those who will later perform the actual work of 
keeping the records. Recording accounting, according to this 
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classification, refers to the more routine bookkeeping or, stated 
differently, to the systematic record of business transactions as 
they take place. Analytical accounting comprises, for the most 
part, auditing and the work of the auditor, including the prepara- 
tion of final statements, both financial and statistical, and other 
information of an analytical nature. 

So far as the general mechanics of the subject is concerned this 
is presumably as good a classification as may be found. How- 
ever, it does not provide the best functional division of the sub- 
ject. Under our present system of business organization, ac- 
counting is used within a business to assist the management or 
executives (a) in determining what has been the effect, so far as 
the accounts can show, of past policies and (b) thereby to assist in 
the determination of future policies for the business. These 
functions constitute what may properly be called accounting as a 
tool of management, which is without doubt of greater social im- 
portance today than any other. This, then, is our first divi- 
sion of accountancy. Obviously, when accounting serves as a tool 
of management it may be constructive, recording or analytical, 
and as used in the majority of our great commercial and industrial 
organizations it generally does include all these subdivisions. 

The other aspect of accounting is that which relates to the 
public practitioner. To the public practitioner accounting may 
be said to represent his stock-in-trade which he sells, or the service 
which he renders his clients. This service may relate to con- 
structive, recording or analytical accountancy, although, in fact, 
the recording aspect of accountancy has little place in the work of 
the modern public accountant. 

Thus, the reader will observe that our subdivision of the sub- 
ject cross-sections that of the prominent English accountant to 
whom we have referred. However, in this day of specialized 
management it would appear that the more important distinction 
is between accounting as a tool of management, and accounting 
as the public practitioner’s basis of service. Furthermore, it is 
this distinction which very largely determines the content of 
leading accounting courses in our greater academic institutions. 
In the one case the student is taught how best to use this tool of 
management, in the other case he is taught how to produce and 
maintain the best possible tool for his client. 

Accountancy, then, represents a most important aid in the 
management of modern business. Whether the accountant shall 
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work within an individual business organization and use account- 
ancy as an aid in management, or whether he shall practise as a 
public accountant and offer his services to many businesses, both 
in constructing and in keeping intact this tool of management 
within business organizations, is largely immaterial. In either 
case he is producing or giving a constructive social service, and 
a service which is recognized as peculiarly essential to business 
progress. 


TYPE OF PERSONALITY NEEDED 


While there are many things necessary to make a successful ac- 
countant I presume that the majority of readers will agree that a 
most essential attribute of the accountant, and particularly of the 
accountant who is to serve the public, is personality. Personality 
perhaps cannot be developed by a course of study or similar train- 
ing, yet it is possible that under the right environment and with 
proper coaching an individual may improve in this respect and 
become more pleasing to those with whom he comes in contact. 
To enumerate the factors of personality is beyond the scope of 
this article. There are almost innumerable elements which in 
combination make that indefinable thing which we call personality. 
For example, the accountant who would succeed must have ability 
to respect a confidence, to keep his own counsel, to be tolerant of 
opposing opinions. He must remember that an accountant can 
often guide but seldom drive. These things with many others of 
equal importance are the fundamentals of character. Then there 
are other matters which have a bearing on the strength and effect 
of personality. Habits of speech, dress and personal tidiness may 
not make the man, but they go far in revealing him. The ac- 
countant is not a salesman in the sense that he must be a solicitor 
or a canvasser, yet he must be able to sell himself and his work to 
his employer or to his client. Anything, therefore, which will 
tend to improve personality should receive the consideration of 
everyone who is interested in entering the profession of account- 
ancy or in performing the work of an accountant. 

The aim of all real education is to prepare the individual to cope 
properly and successfully with the problems of life wherever and 
however he may meet them. This is true whether the prepara- 
tion deals with matters directly related to the vocation which he 
expects to follow or whether it develops him in ways affecting 
only indirectly, but no less certainly, his vocational life. One of 
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the most important duties of education, therefore, is to develop 
in the student an ability to express himself clearly and concisely, 
to make himself liked by his fellowmen, and to have his expres- 
sions of opinion respected, though not necessarily accepted, by all 
who may hear them. 


KIND OF TRAINING REQUIRED 


This brings us, then, to a general consideration of the training 
which a person entering accounting should have. An accountant 
is not, as would sometimes appear, a mere calculating or figuring 
machine. Unless the prospective accountant understands more 
than the mechanical rules of debit and credit, of journalentries and 
trial balances, it were better for him and for the profession he 
hopes to enter that he remain out of it. The accountant needs a 
knowledge of every phase of business, for there is probably no 
individual within a business organization, and no one who renders 
high-grade professional service to a business, who has so great an 
opportunity as the accountant to see and to understand all of its 
various operations. A prominent New York attorney and banker, 
when lecturing several years ago before the Harvard graduate 
school of businessadministration, stated that in hisopinion account- 
ing was the finest possible avenue by which a young man or woman 
might successfully enter an executive position in business. That, 
however, is true only if the individual has, in addition to his 
technical training in accounting a knowledge of such fundamental 
subjects as business organization, industrial finance, marketing, 
and all the basic subjects offered in a recognized school of business 
administration. 

From the standpoint of the training needed, one may divide 
all accounting into two groups: first, that which may be termed 
investigational accounting, including auditing, investigations rela- 
tive to financing or reorganizations, income-tax accounting, 
estate and bankruptcy accounting, and similar fields; second, 
cost and industrial accounting. In the former group the pro- 
spective accountant needs, in addition to a highly specialized 
training in accounting, a thorough knowledge of business law, 
of business organization and finance, and of the income tax. In 
cost and industrial accounting his technical knowledge should be 
supplemented by a thorough training in management and all 
related subjects. In few cases will a knowledge of accounting 
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alone suffice, and the accountant’s greatest success can come 
only from a well-rounded business training and experience. 

Finally, the successful accountant must have a thorough 
knowledge of business English. Perhaps the greatest deficiency 
of beginning accountants, and of many older ones too, is their 
almost complete inability to use the English language effectively. 
While it may be possible, in the case of a report or other material 
which a beginning accountant has prepared, to correct grammati- 
cal errors without too great loss of time, yet if there be no com- 
position to begin with or if it be so inadequate that it can be used 
only as an outline for building up what should have been said, 
it is almost certain that that beginner is destined never to advance 
far in the profession. In fact, it is the general opinion of men 
who have attained success in the accounting profession that a 
young man who has the ability to express himself clearly and 
concisely to his employer or to the client of the firm possesses one 
of the greatest assets that an accountant can have. There are 
probably some accountants who feel that English is non-essential, 
but they are usually men who never have been or never will be 
known in the profession as leaders or to their clients as men who 
are able to impart most satisfactorily the right kind of informa- 
tion concerning the client’s business. 

At this point a further word is in order regarding the numerous 
schools which offer instruction in accounting. These schools as 
a whole include general university and collegiate schools of com- 
merce of recognized standing and private residence and cor- 
respondence schools. It is not my purpose in this article to 
speak in favor of the one or against the other. Prospective stu- 
dents should realize, however, the very material difference in 
purpose for which these two types of institutions are operated. 
In the case of our general university and collegiate schools of 
commerce the primary function is to educate, regardless of the 
cost; in the other case a primary function is to make profits and 
the education of the student is of somewhat the same importance 
as is a satisfactory product to the success of any commercial 
concern. Therefore, while many of the private residence and 
correspondence schools of the country offer to their students 
instruction of the very highest quality, the student should remem- 
ber that he is dealing with a commercial organization which must 
have as one of its primary objects the making of earnings satis- 
factory to its stockholders. 
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Furthermore, as is only too well known, there are certain of 
these schools advertising themselves to the public as capable of 
training for accountancy, and usually for other professions as 
well, within a comparatively short period of time, and at the same 
time holding out to the prospective student almost fabulous 
returns for the preparation which is to be made. There is no 
royal road to success in accountancy, and any young man who 
believes that by spending his evenings for a few short months in 
the study of accountancy he may qualify himself for high-grade 
work and a large financial return is going to be greatly disap- 
pointed. Whenever a young man contemplates registering for a 
course in accountancy in any school or university, whether private 
or public, he should go to someone who is competent and obtain 
trustworthy and impartial information regarding them. THE 
JOURNAL OF ACCOUNTANCY has for years adopted a very conserva- 
tive policy with reference to the schools whose advertisements it 
carries. 

Whether or not public accountants and business men expect 
too much of the graduates of accounting schools, it is nevertheless 
true that employers are many times disappointed in them. 
Perhaps the greatest disappointment comes from finding that 
frequently they have little or no acquaintance with actual 
methods in use in the accounting departments of business con- 
cerns. Too often, it must be confessed, the employer finds that 
that man who has taken such a course of study, to say nothing of 
the man who has never done so, has really never learned to think 
accurately and correctly. As has been so aptly said, the greatest 
need of the world today is for trained men who can think straight. 
Accountancy demands nothing less. 


THE OPPORTUNITIES OFFERED 


Having completed his training, or having decided to make 
accountancy his life career, the individual must next choose the 
field of accountancy which he will enter. The fields available 
are (a) public accounting, (b) private employment with a 
corporation or other type of business organization, and (c), 
for the man with the proper academic background, university 
teaching. 

One of the greatest difficulties which seems to confront the 
young man eager to enter public accounting is that of obtaining 
employment. Yet it is the experience of most large university 
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schools of business, and of many of the better private schools as 
well, that their qualified graduates not only are quite readily 
placed, but that oftentimes the supply of such men is not equal 
to the demand. Because of the nature of the work, requiring in 
many cases almost constant traveling and uncertain working 
conditions, it is not usually feasible for young women to enter 
public accounting. In either of the other fields the qualified 
young woman may quite readily find employment. 

Experience is not only valuable but absolutely essential to 
successful work in public accounting, and every beginner should 
strive to obtain that experience as rapidly as possible. He 
should also seek that recognition which comes from receiving the 
certified public accountant certificate from the state in which he 
resides, or from obtaining membership in the American Institute 
of Accountants. 

The opportunities for service in public accounting are many. 
Probably in no other professional field is the individual practitioner 
better qualified to render constructive service to his community 
than is the public accountant. Likewise, during the recent war 
valuable services were rendered to the country by public ac- 
countants who filled important positions in the internal-revenue 
department, in the treasury, war and navy departments, and in 
other capacities. Moreover, from the standpoint of private 
practice, it has been computed that of the published corporation 
reports in leading financial manuals only about 6% are reported 
as certified by public accountants; the potential development in 
this field is, therefore, almost unlimited. Any individual who 
chooses to enter the profession of public accounting, and desires 
to serve, will find almost unbounded opportunities for con- 
structive service either to his clients or to society. 

While the financial return to the beginning junior may seem 
small, the money rewards of the profession are largely what the 
man has the ability or inclination to make them. The beginning 
junior may consider himself fortunate if he receives one hundred 
to one hundred and fifty dollars a month; the latter figure will 
generally mean that he has had special training for his work. 
However, by the time he obtains American Institute membership 
or the C. P. A. certificate he can probably count on an income of 
from two to five thousand dollars, and in some cases even more. 
The figures then run anywhere from these to an estimate made 
some time ago in THE JOURNAL OF ACCOUNTANCY that there were 
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one hundred or more public accountants in the United States, 
each of whom had an annual income of more than one hundred 
thousand dollars. Undoubtedly a number of these incomes 
amount to several times that figure. Public accountancy is not 
without its financial reward, provided the individual has given 
sufficient time and labor for real preparation. 

In private employment in a corporation or other type of busi- 
ness organization there is an unparalleled opportunity for the 
individual who knows more than figures. If one has natural 
ability and a knowledge of fundamental accounting practices and 
business conditions he may rise to a comptrollership or to a 
treasurership, or even to the presidency, of a great corporation. 
Many present corporation comptrollers and treasurers were 
trained asaccountants. Itis quiteimmaterial whether the training 
is received within or without the organization—the essential 
thing is that one’s knowledge of accounting be combined with a 
working knowledge of fundamental business practices. 

To the accountant who has had a proper academic training the 
appeal in university teaching arises, for the most part, through 
the associations resulting from academic affiliation and in the 
opportunity for service. Ordinarily a university instructor in 
accounting also has a fine opportunity to do a certain amount of 
choice professional work. The teacher probably will never make 
the money that either the public accountant or the accountant in 
private employment will make, but his total remuneration will 
consist generally not only of his university salary, but also of 
royalties he may receive from books or courses written for pub- 
lication, and of income received from outside practice. The 
teacher’s greatest reward, however, must usually come from the 
satisfaction of having performed a real service to society. 


CONCLUSION 


It is quite immaterial, therefore, through which channel the 
person choosing accountancy for a career shall enter the profes- 
sion. The essential thing is that he realize that his greatest 
success, either professionally or financially, depends upon a 
thorough and scientific training. He must have, of course, his 
technical training in accounting—that is taken for granted—but 
he should also be trained in business law, in business organiza- 
tion, in the income tax, and in any other subjects which relate 
directly to and are constantly used in the practice of his profession. 
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But beyond these, if he is to be most successful as the accountant 
of the future, he must have a knowledge of all the fundamental 
problems of business. He must understand the employment 
problem, he must be so familiar with financial methods that he 
can assist intelligently in the formation or reorganization of 
business units, and at times, undoubtedly, his greatest success 
will depend upon his ability to lay out constructively the market- 
ing and selling programme for the business or client whom he is 
serving. He must be able to codrdinate the functions of financing 
or production, and of selling, and to provide the means of con- 
trolling successfully these several functions. 

Such an accomplishment will be realized by many young men 
and women of today merely because they are determined that it 
shall be so. It is this spirit of determination, this desire for 
scientific training, this resolve that the days shall not pass un- 
fruitfully, which leads one to believe that there is no professional 
accomplishment, no civic or social service which is not within the 
reach of the present-day accountant. Furthermore, it is equally 
certain that with such training his success, both professional and 
financial, is adequately assured. 

Accountancy, one of the oldest of the arts and newest of the 
professions, invites every young person of intelligence, of deter- 
mination, and of vision to enter the profession, and offers in 
return a life of hard work, of service to business and society and 
of satisfied living. No profession can offer more. 
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Why the Budget? 


By WALTER F. VIEH 


Most of us think of budgets as having something to do with 
public finance or with the successful management of a household. 
We probably get the first impression from the daily press, where 
we read that this government or that is endeavoring to balance 
its budget; while the second impression is probably induced by 
the advertisements of savings banks, which would have us believe 
that we should spend 25% of our incomes for shelter, 10% for 
personal advancement, etc., and that we should save 10%. 
Webster’s New International Dictionary still informs us that a 
budget is “‘the annual financial statement which the British 
chancellor of the exchequer submits in behalf of the ministers to 
the house of commons for approval.” . . . 

But since the first years of the post-war period, when there 
were so many business calamities,—resulting largely from failure 
to keep houses in order against emergency—the budget has 
acquired a new significance, and business has learned something 
about it, about the practice of looking into the future. Let us 
not suppose, however, that this modern development has been 
generally acclaimed. The truth is that there is still stubborn 
opposition to the use of budgets in a good many quarters. This 
opposition springs mostly from the knowledge that certain estab- 
lishments have been eminently successful without them in the 
past, thus seeming to prove them unnecessary to profitable opera- 
tion. The remarkable thing is that the objectors fail to let their 
imaginations include what the same establishments could have 
accomplished, if they had done some business forecasting. It is 
interesting to reflect upon what can be done with the assistance 
of business budgets and, in passing, to study some of the prin- 
ciples of budget making. 

Until a few years ago, business was content with a single annual 
determination of profits, which was undertaken at the close of 
the fiscal year and rested upon an inventory taken at that date. 
All can remember the hustle and bustle of inventory time. More 
recently, however, aggressive executives have demanded more 
frequent determinations of profits, and we now find semi-annual, 
quarterly and even monthly calculations of operating results and 


173 








The Journal of Accountancy 


[ SS 








statements of financial position. These more frequent state- 
ments have been made possible through the use of perpetual 
inventories of merchandise or of production in its various stages. 

But, because of the very nature of the accounting records, even 
these monthly reports sometimes reach the executive too late to 
be of any practical value in correcting a down-hill trend or arrive 
only after much damage has been done. The executive finds it 
imperative, therefore, to forecast the position of his affairs, and 
for this purpose he adopts the budget. He looks upon his 
accounting records largely as a means of preparing for the future, 
rather than as an historical sketch, for he knows that if he lays 
his plans carefully for the future, and constantly checks them 
with the actual accomplishments, the records must eventually 
prove satisfactory. Sufficient testimony of the value of a budget 
may be found in the fact that it has been adopted by many of the 
country’s largest, most progressive and successful corporations. 

Until we discover practicable means of overcoming the evils 
of booms and depressions, which are inherent in our present 
economic structure, years of poor business and even unprofitable 
years are inevitable. Those concerns are most successful which 
go into a period either of depression or of boom knowing what to 
expect and being prepared for the outcome. The budget looks 
into the future with the hope of averting impending business 
catastrophe or, at least, of reducing the effects of the storm when 
it breaks. On the other hand, the budget helps to point out how 
full advantage can be taken of changing market conditions, which 
wise plans might turn to profit. 

There is perhaps nothing so discouraging as inability to fill 
orders; and it is disquieting, when business is orisk, to find that if 
only the market had been anticipated, and purchases made when 
prices were low, the present profits percentage could have been 
much improved. On the other hand, it is disastrous to have 
large stocks which can not be liquidated and tie up working capital 
when it is sorely needed. In such circumstances, prices are 
almost invariably on the decline, and the liquidation of stocks, 
even when accomplished, is attended with serious losses. Means 
have not yet been devised for controlling the market, but on 
every hand there are evidences of the trend of important economic 
influences, and we should make the most of the information. 

The adoption and use of a budget means, first, reasonable 
assurance that a fair gross profit upon sales will be earned and, 


174 








Why the Budget? 


aaa 
— 








second, the assurance that every possible dollar of gross will be 
carried to net profit, by means of adequate control of expenses. 
If the gross profit has not been sufficient to warrant continuation 
of the business the budget will soon disclose that fact. 

The accounting department is the source of information 
concerning past performance, but other departments must be 
called upon for estimates of future conditions. The success of 
the budget depends upon the degree of codéperation between the 
several departments, the spirit in which the task is undertaken, 
and the patience with which the budget is administered. Past 
experience plays a large part in the preparation of the budget, 
and it requires time and patience properly to assimilate and 
interpret the record of the past. Estimates of the future play 
another large part; the first estimates may be entirely too 
sanguine or the contrary. It is only by means of careful compar- 
ison of the estimates of the future with the accomplishments, and 
by the most painstaking analysis of thedifferences, that the budget 
can be made successful. 

As a result of these comparisons and analyses, it has been 
demonstrated many times that the tendency of the estimates is 
to approach ever more closely what will eventually prove to be 
the accomplishment. Two officers of the Thomas A. Edison 
Industries, collaborating in an article on business forecasting in 
their establishment, stated that the forecast of November 30, 
1921, which was made thirty days in advance, was so near the 
actual figures when finally produced, that for all practical purposes 
it would have been unnecessary to substitute the actual final 
figures for the estimate. Who can fail to appreciate the value 
of such advance information? It must be admitted, however, 
that such results can not be expected immediately. They require 
development over a considerable period of time. 

In laying the plan for a budget a definite period must be 
contemplated. Furthermore, it must be a period which is ordi- 
narily made the subject of record in the company’s accounts, in 
order that the experience and the estimates may be comparable. 
At the outset a relatively short period should be embraced—a 
month, perhaps, being considered the first unit of time. The 
plans should contemplate, however, an ultimate forecast that 
will go much farther ahead. The influence of certain economic 
factors may not be felt for a period of six or eight months; and 
since the forecast must take these trends into account, the budget, 
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sooner or later, must be prepared so as to show us our destination 
six months ahead, or perhaps even a year ahead. 

We can not hope to measure these trends exactly, and the 
budget will be inaccurate to the extent by which the measure- 
ments err. Furthermore, as the predictions of the meteorologist 
sometimes go astray because of unexpected changes in the wind, 
so the predictions embodied in the budget may prove to miss the 
mark as new circumstances exert their influences. To avoid 
being misled in such an event, the executive must see that his 
budget is revised at frequent intervals, so as to take changed 
conditions into account. 

There may be considerable divergence of thought regarding 
the probable effect of current influences, but all men are entitled 
to their opinions on the subject, and capable executives do have 
opinions. The least that can be done is to synchronize all the 
operations of the business and to direct them in accordance with 
the conclusions reached after weighing all the factors. 

Budgets have been prepared for a great many purposes. There 
are budgets of sales, budgets of expenses, manufacturing or 
production budgets, treasurers’ budgets, etc. Perhaps the manu- 
facturing or production budget is met most frequently. All 
these serve very important purposes and it is encouraging to find 
them in use; but such departmental budgets are in reality only a 
beginning. They area part, rather than the whole, and until the 
parts are assembled and proper cohesion is established, full benefit 
can not be obtained from them. The modern development is a 
codrdination of all of the departmental budgets, which results in 
a finished picture of the business as a whole on a future date. 
Such a picture renders the utmost assistance. It keeps the 
business in balance. Moreover, it either lends encouragement 
when things are already going well, or it gives the danger signal 
in sufficient time to correct erroneous tendencies before the 
damage becomes too serious. 

The complete budget comprehends a balance-sheet or financial 
statement as it is expected to appear upon a future date, together 
with a profit-and-loss account for the period intervening. 

The accounting records of almost any business are from ten 
days to a month and a half behind the date of closing. This 
condition is unavoidable; it results from the necessity of waiting 
for information from vendors of materials purchased or services 
rendered, and for other information relative to production and 
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sales, prepared at outlying plants or branch offices. The decision 
required of an executive often depends upon the present position 
of the company’s finances. The complete budget, starting with 
the last known position and showing the effect of transactions 
expected to be completed subsequently, bridges the gap and 
brings the information down to the latest possible date. It 
follows that the wider the gap, the more urgent is the need for the 
budget and the longer must be the budget period. 

A well organized budget calls upon the sales department for its 
estimates of the total sales, the sales by classes and the probable 
shipping dates; upon the production department for the labor 
and materials required and an estimate of the capacity of the 
plant to meet the shipping schedule; upon the purchasing depart- 
ment for the estimate of purchases required to supply the neces- 
sary material to the production department; upon the credit 
department for the probable collections from customers; and 
finally, upon the treasurer’s department for financial and admin- 
istrative requirements. All these estimates must be submitted 
to a central authority, whose duty it is to coérdinate and balance 
them. The sales estimate in itself would be futile if the produc- 
tion department had not the capacity for turning out goods to 
meet the shipping schedule. It would likewise be futile if the 
purchasing department discovered that materials or supplies 
required could not be purchased in the present market. The 
purchasing department must give due consideration to the status 
of the inventory and the additional requirements of material to 
meet production. Lastly, the treasurer must be prepared to say 
that he can or can not finance the estimated schedules. To 
finance them may require going into the market for money, and 
the treasurer must know whether his credit has been already 
strained or whether the company can afford to borrow at 
prevailing rates of interest. 

It is the task of the central or codrdinating authority to see that 
all the estimates are sound and that they dovetail. This 
authority is charged with a very important responsibility. In 
its consideration of the estimates it must be constantly on its 
guard against penny-wise-and-pound-foolish principles. On the 
one hand, it must know not only that it can afford to incur certain 
expenses, but that such expenses are justifiable. On the other 
hand, it must know that while certain expenses appear to be out 
of proportion, yet their curtailment will be at the expense of 
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service or of the creation and maintenance of goodwill, and there- 
fore can not be afforded. 

Having accepted the estimates of the several departments, as 
revised and coérdinated, the authority must submit them to the 
accounting department. Here a balance-sheet and profit-and- 
loss account are prepared, which begin with the last known figures 
and set forth the application of the estimated changes, to produce 
the probable balance-sheet as at the end of the budget period 
and the resulting profit-and-loss account. The finished product 
may disclose a condition which requires immediate attention. 
For example, the ratio of current assets to current liabilities may 
appear to be entirely unhealthy; the cash balance may be hope- 
lessly inadequate to finance the operations which can be expected 
in the succeeding period; or, conversely, large sums of cash may 
be accumulating which may well be applied in reduction of bank 
indebtedness, with the consequent reduction of interest charges. 
In any event, the picture is complete, and it may be studied from 
any desired angle. 

The work of the codrdinating authority is of such iraportance 
that it demands the assignment to it of some of the most capable 
members of the organization’s staff. They must be familiar with 
the problems of theirown company. They must be in touch with 
what goes on in the world of affairs. They must be imbued with 
the spirit of codperation. The work which they undertake may 
in itself foster codperation more effectively than any other single 
undertaking in the entire range of the company’s problems. 

The spirit of codperation must also extend to the department 
heads, who are responsible for most of the preliminary figures. 
Many of these subordinates may, at first, consider the budget a 
useless expense or a contrivance designed to impede the progress 
of department work, but they will not remain obstructionists 
after the results of the budget begin to be apparent. Not only 
must department heads have a voice in the preparation of the 
budget, but they must be furnished with reports of the operating 
results. The task of analyzing differences between the estimates 
and the accomplishments will frequently require the assistance 
of these men, and their participation can not fail to prove inter- 
esting and instructive to them. 

When all is said and done, the budget rests primarily upon the 
sales. Consequently, sales must be given careful consideration, 
not only in the light of present market conditions, but also in the 
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light of outside influences which are known to be exerting pressure 
upon the market. This calls for a high order of talent, but it 
presents a splendid opportunity to the executive who is well 
grounded in economics and manages to stay in touch with reports 
of major movements. He must know his ground well enough to 
reach his own conclusions, despite conflicting opinions regarding 
the probable course of business. 

The executive who knows his destination and lays careful plans 
to reach it, can not fail to inspire confidence, and it is almost a 
foregone conclusion that he will reach his goal. 
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American Institute Examinations 
By A. J. LYNN 


Students of accounting who are planning to enter the account- 
ancy profession usually have in mind as the goal of preparation 
the attainment of a certified public accountant’s certificate. 
This being true, the examination “hurdle’’ is of utmost concern, 
and rightly so, although where thorough preparation through 
systematic study of the subject matter of accounting and allied 
subjects has been made little apprehension as to the outcome 
need exist in the minds of prospective examinees. 

Since accountancy students frequently inquire of instructors in 
these subjects and of other accountants concerning the nature of 
the semi-annual examinations, the accompanying tabulation has 
been made of the various types of problems and questions given 
in the theory and practice part of the American Institute exami- 
nations. This tabular statement will no doubt prove of some 
value to students and others, although the examination questions 
are easily available through THE JOURNAL OF ACCOUNTANCY and 
the Institute’s examination question books. 

The choice of titles used in the table for the various problems 
is somewhat arbitrary. However, the items shown on the table, 
i. e., partnerships, consignments, joint ventures, corporations, 
manufacturing statements, consolidated statements, cost ac- 
counting, income tax and statement of application of funds repre- 
sent a fairly logical arrangement for active concerns from partner- 
ships and other forms of business unit through all phases of 
accounting, including cost, income tax and statement of applica- 
tion of funds. The next three items, bankruptcy, statement of 
affairs, realization and liquidation statements, apply in a sense to 
firms that are financially involved and in the process of being 
reorganized or closed. The remaining items may be placed in 
any order desired. The lists of examination questions contain 
many problems which are hard to classify. Evidence of this is 
easily seen in the necessity for a miscellaneous group which 
contains several items. Frequently, a problem may be classified 
under a given heading, but it may be equally well classified when 
placed under another title. In order to make the table totals 
balance horizontally and vertically, the problems which could not 
be classified under one of the arbitrary headings have been placed 
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in the miscellaneous group at the bottom of the table. The law 
and auditing questions have not been used in this study. These 
questions, however, include a number which relate to income tax. 
The questions shown on the accompanying table under the title 
of income tax, were taken from the problem sections of the various 
examinations. 

While no absolute defense may be made for the arbitrary 
method of classification of the accounting questions and problems 
shown in the table, such a classification is thought to be accurate 
and clear enough to be of significance to those who contemplate 
taking an Institute examination or such examinations as are pre- 
pared by the Institute and used by various state boards of 
accountancy. 

Now and then students have been known to ‘“‘speculate’’ on 
what to expect in the forthcoming examination. Such time and 
effort is obviously wasted and would have been used to much 
better advantage in the further study of accepted accounting 
theory, principles and practice. In reading the table from left to 
right, it will be observed that problems of a given type recur at 
intervals but in a somewhat uncertain manner. This without 
doubt is as it should be, because the prospective candidate is 
forced to omit any speculative tendency which he may have and 
instead try to become thoroughly prepared. A thorough prep- 
aration is necessary not only in all phases of accountancy and 
business law but some knowledge of economics and the closely 
allied business administration subjects, namely, sales, production, 
purchasing, finance and personnel administration, will prove 
beneficial. 

This brief article has been written to point out to students 
of accountancy that the Institute’s examinations are broad and 
cover the entire field of accepted accounting theory and practice. 
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Patents in the Income-tax Return 
By H. A. Toutmin, Jr. 


If a business is concerned in any way with patents—either as 
owner or as a licensee—it faces some rather difficult problems in 
determining what income tax to pay. Both the income-tax law 
and the patent law must be considered. Failure to take both 
laws into account may result in over-payment of taxes—which 
may perhaps ultimately be recovered at considerable cost—or in 
innocent under-payment, the penalties for which can never be 
recovered. 

Though to the layman the problems may seem hopelessly tan- 
gled, actually the rules that have gradually crystallized are quite 
simple. 

First of all is the question of depreciation, for, like a machine, a 
patent does not live for ever and its depreciation may be de- 
ducted from income and so reduce the total tax to be paid. An 
American patent lives seventeen years from the date when it is 
granted. The rate of depreciation per annum is therefore one 
seventeenth of its value. 

In Great Britain the patent runs for ten years. In France the 
life of a patent may vary from five to fifteen years. In Switzer- 
land the term varies from ten years for a chemical process to 
fifteen years for a mechanical device, and the term dates from the 
time of filing the application instead of from the time of grant- 
ing. If an American manufacturer has his product patented in 
foreign countries he will have to take these varying terms into 
consideration. 

If a patent is purchased after having run a few years, its pur- 
chase price should be depreciated over the period it yet has to run. 
A patent bought for $5000 which has only five years to run will be 
depreciated at the rate of $1000 a year. 

An illuminating case on depreciation was that of an inventor 
who assigned his patents on a machine to a manufacturing com- 
pany, in return for which he was to receive twenty-five per cent 
of the profits. The treasury department decided that he was 
entitled to depreciate his patents in proportion to his share of 
the profits of the company. Since he received twenty-five per 
cent of the entire profits of the foreign company, he deducted 
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from his income tax a depreciation which amounted to twenty- 
five per cent of the total depreciation of the patents. 

Often a patent becomes obsolete before its term has run out. 
Although the treasury department has decided that obsolescence 
is not ordinarily applicable to intangible property such as patents, 
yet it can be secured, provided the proof is definite and clear. It 
must be shown positively that the device covered by the patent 
ceased to have any value at some definite time. There are 
several ways in which this can come about. 

Sometimes a business is being successfully conducted under 
patents when an older and prior patent is enforced against it and 
the business is stopped by an injunction. The invalid patents 
and others that depend upon them become worthless to the com- 
pany which has been infringing and are therefore obsolete. Their 
value can be deducted from income as a total loss. 

Sometimes a law—of which the Volstead act is an example— 
makes patents, trade-marks and other intangible property ob- 
solete. As in the case of distilleries the loss may be a very 
serious one. The treasury department allowed the distilleries to 
make deductions covering the loss caused by obsolescence of their 
trade-marks, trade grants and other intangible property of similar 
character. 

If obsolescence of patents is to be deducted, specific permission 
from the treasury department must be obtained. This makes it 
necessary to prove exactly when the obsolescence actually took 
place. If the obsolescence is caused by some United States law, 
such as the Volstead act, it is not difficult to determine the date. 
But it is a different matter when purely commercial factors cause 
the obsolescence. 

Suppose, for example, that a manufacturer made a patented 
device for heating high-class residences by coal. A sudden change 
in the public taste makes it impossible to sell these coal furnaces, 
as the owners of fine homes insist on using oil burners. The 
owner of patents on the coal-firing furnaces must prove that his 
patents became worthless and therefore obsolete and that he 
went out of the business as a consequence. If this change from 
one type of fuel to another took place rather gradually, it would of 
course be difficult to fix the exact date when the obsolescence 
occurred. 

If patents have a scrap value it must be deducted just as would 
be done with a machine. A patent, for instance, may cover an 
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obsolescent subject matter, but it may have claims which would 
form the basis of a suit and therefore give the patent some nui- 
sance value to persons who might buy it. 

It is apparent that the rules covering the rates of depreciation 
are quite clear and simple. But obviously before depreciation 
can be computed the value of the patents must be determined. 
This is not so simple, and, to tell the truth, a great many people 
feel that the rules of the treasury department are not all that 
might be desired so far as justice to the company owning patents 
is concerned. However, we are concerned here only with the 
rules as they are. 

The value of patents and similar intangible property is the 
subject of much discussion. Bankers customarily claim that 
patents should be valued at not more than a dollar on a manufac- 
turer’s financial statement. Oftentimes the manufacturer’s 
books may show that patents actually cost several hundred 
thousand dollars, while at the same time their actual value to the 
going business may be several million dollars. 

For income-tax purposes the treasury has adopted a practical 
rule of establishing values at cost. If a patent was issued before 
March 1, 1913, by the United States government, it must be 
appraised as of that date, while if the invention was developed by 
its owner and the patent issued after that date, it must be valued 
at cost. 

If the patent was purchased for cash, its value is established 
very simply. If the purchase was by stocks, bonds or other 
securities, it is necessary to value those securities in order to deter- 
mine the value of the patent. 

Even such simple rules are often difficult to apply. One of the 
first difficulties is to segregate the cost between a number of 
patents which were developed simultaneously in the same shop or 
laboratory. It is usually very difficult to draw the line where one 
patent started and the other ended and where the cost of one 
began and the cost of the other terminated. 

Although the income-tax law assumes the year 1913 as the basis 
for establishing the value of patents which existed at that time, 
cases have arisen where applications were pending during 1913 on 
inventions developed before that date, which did not mature into 
actual United States patents until some time after the year 1913. 
The treasury department takes the position that because the 
patents were not issued prior to 1913 they are not entitled to be 
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treated as intangible property having any specific value on March 
1, 1913. Only the actual cost may be set up as the value in this 
case. 

In appraising the value of a patent it should be considered that 
it may be worth much to one person and little or nothing to 
another. 

Furthermore, a single patent alone is seldom worth what it 
would be if it were one of a great group of patents which protected 
a complete business. Nowadays it is the custom to group patents 
together in order that each one may strengthen the others. 
Hence the fact that a patent may be standing alone or in a group, 
or may be owned by an industry that needs it, instead of being 
owned by an individual who does not need it, will have an actual 
bearing upon the patent’s value. 

The cost of a patent must include the cost of experimental and 
legal work. When several patents are involved it may be difficult 
to segregate the cost of one from the other. Even in small 
companies which develop only a few patents a year, a half- 
dozen or a dozen patents may be granted on a single machine. 

Another complication arises when of the half-dozen patents 
which are the result of the development work, one is worth say a 
hundred thousand dollars because it is the key patent, while the 
others are worth a relatively small sum. The question is how to 
get the advantage of both the value and the cost and how to seg- 
regate or apportion them. 

Another difficulty in determining patent costs arises when 
patents and inventions are assigned to a company by its em- 
ployees with no specific consideration mentioned. Many con- 
cerns employ inventors, experimenters and designers, from whom 
only one single worth-while patent may be secured over a period of 
several years. Customarily such assignments specify a considera- 
tion of one dollar—a sum which rarely reflects the true worth of 
the invention and of the patent. But often it is so difficult to 
segregate the expenses entailed by this one particular invention 
that it is almost impossible to find its true value or true cost. 
There might have been a great number of contributory costs paid 
as overhead expenses, which are not allocated on the books to 
this particular piece of property. Unless the manufacturer can 
show what these costs were he can not get credit for them when he 
comes to compute depreciation on his patents as a deduction from 
income on his income-tax return. 
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Large expenses are often incurred for refinement and develop- 
ment of models and for the carrying out of tests, often of remote 
nature, before the finally perfected product is ready. Often the 
sales force conducts experiments among customers. The costs 
for this work will appear in the sales expense. Certainly the 
amount paid to an employee for such an invention—often the 
nominal one dollar—can not be taken as an accurate measure of 
either the cost or value of the patent. 

Many concerns believe that the only practicable plan is to de- 
duct all expenses involved in inventing as current expenses. 
However, if the patent is ever sold it may become vital to have 
some figure which is truly indicative of the actual cost of the 
patent, sothat that cost can bededucted from the amount received 
for it to reduce the income tax payable on the profit so made. 

In addition to the actual cost of the patent, either by develop- 
ment or purchase, the principal factors to be considered in valuing 
the patents are these :— 

(1) The earnings attributable to the patent. 

(2) The earnings of the purchaser of a patent attributable to 
the patent after it has been acquired, compared with the 
earnings prior to the date of acquisition. 

(3) Bona-fide offers in cash or securities on the determinable 
values of the patents at or about the time of transfer. 

Royalties on patents are like rents on real estate. They are 
income and must be accounted for in the income-tax return. 
Such returns are offset by the depreciation of the patents at 1/17 
per annum, as already explained. This is a depreciation of their 
earning power. 

If, as is often true of patents, the so-called royalties or rents are 
really a combination of income and purchase price, the situation is 
different. 

Take, for instance, a manufacturer who has a patent on casters 
under which he has licensed several competitors at so much per 
caster. The license agreement specifies that he transfers, in legal 
phraseology, ‘‘the entire right, title and interest to make, use and 
sell”’ the casters to the several manufacturers jointly. After 
they have paid the stipulated royalties for a period of years, the 
patent becomes theirs for the time it still has to run. 

Such contracts are frequently made and are in effect not rental 
agreements, although usually so-called. They are really contin- 
gent purchase agreements by which the purchasers buy property 
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by paying so much a year depending upon the number of articles 
manufactured and the term of years the contract istorun. This 
is really selling the patent on the installment plan rather than 
renting rights under it. 

The person who is paying royalties is entitled to deduct these 
royalties as rent paid and as an expense of the business, but if the 
so-called royalties are actually installment payments on the pur- 
chase of the patent, the person paying the installments is not en- 
titled to deduct the payments as current expenses, but is only al- 
lowed a deduction for the depreciation of the property which he is 
buying. 

It is thus vitally important for both parties to determine, as a 
matter of law, the nature of their agreement in order to determine 
what deduction may properly be made in their tax returns. It is 
certain that hundreds of concerns are paying income tax on re- 
ceipts which are not royalties but are in reality payments on a 
deferred-payment sale. 

Royalties received by a resident in this country from a manu- 
facturer’s use or sale of his invention abroad must be included as 
income, but if the royalties are derived under foreign patents, the 
depreciation must be based on the term for which the foreign 
patent runs. 

It is also important to determine the allowable deduction for 
foreign taxes paid which may be properly deductible in computing 
the net tax to be paid in this country. For instance, a company 
should first calculate the total amount of the United States taxes 
due and then deduct the amount of foreign taxes paid, in order to 
find the total net tax payable to our government. 

If an American organization pays royalties to a foreign inventor 
who owns a United States patent, it must withhold a tax at the 
source equal to a stipulated percentage. The percentage de- 
ducted will vary under some statutes according to whether the 
owner of the patent abroad is a corporation or individual. These 
are factors which must be watched; otherwise the responsible 
company may be penalized. 

Infringement of a patent has an effect on the tax to be paid. 
When a patent is infringed the owner of the patent sues the person 
doing the infringing in a United States court. Usually several 
years after the patent has been adjudicated the amount of the 
recovery is determined through a final accounting for profits or 
damages. 
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Our law is that when a master, appointed by the court to find 
the amount of profit or damage, reports to the court the exact 
amount due, this is a sufficient adjudication to cause interest to 
run on the amount from that date or the amount which may be 
subsequently determined by the court. The date of the report of 
the master is the controlling date. This amount may, however, 
be modified by the upper courts, so that the amount is not really 
settled until the final court of appeals passes upon it. 

The best rules governing infringement seem to be:— 

(1) The amount recovered from an infringer should be included 
in the income-tax return in the year in which it is received, 
for not until that year is the exact amount determined. 

(2) The year in which the amount is paid to the owner of the 
patent as his profit or damage is the year in which the 
sum should be deducted as a business expense by the 
infringer who lost the suit. 

(3) The income received by a recovery for infringement should 
be treated as a royalty and not as a part payment for a 
part of the patent rights. The reason for this is that the 
infringer is really paying the profits he made from the 
infringement and therefore is paying a royalty. 

(4) Court costs and counsel fees are properly deductible ex- 
penses in securing the recovery. They can be deducted 
either in the year in which they are incurred or during the 
year of final payment when the total amount is deter- 
mined. 

The treasury department has decided in one instance that the 
report of the master did not finally determine the amount of the 
claim and that the deduction should not be made except in the 
taxable year in which the money was recovered. 

Experience shows that it will pay most concerns to check their 
income-tax returns, so far as patents are concerned, in the light of 
the suggestions made in this article. They may find opportuni- 
ties for savings in the future and establish a basis for recoveries on 
past over-payments. The government wants to collect no more 
than what is justly due it. 
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EDITORIAL 


The annual meeting of the American 
Institute of Accountants will be held 
September 15 and 16, 1925, at the Wash- 
ington Hotel, Washington, D.C. The usual meetings of council, 
boards of examiners, etc. will take place on the day preceding and 
the day following the general meeting. All who are interested 
in the practice of professional accountancy are cordially invited 
by the committee on meetings to attend the sessions of September 
15th and 16th. The subjects which will be under discussion are 
largely related to practice before government departments. A 
noteworthy paper by George O. May will discuss taxable income 
and accounting bases for determining it. This paper will be 
followed by discussion in which many prominent members of the 
profession are expected to participate. Another important paper 
will be delivered by J. Harry Covington, counsel for the Institute. 
His subject will be the law of evidence. The committee on meet- 
ings suggests that all who intend to be present at the meeting 
address their requests for hotel reservations direct to the manager 
of the hotel. 


Annual Meeting 
of Institute 


a THE JOURNAL OF ACCOUNTANCY for 
True Sphere August, 1925, discussed editorially a 
proposal that institutions giving courses 

of instruction in accountancy should include in their curricula the 
study of the law of evidence, particularly as it applies to practice 
before the United States board of tax appeals. In favoring this 
suggestion we did so with the certain belief that there would be a 
great difference of opinion on the subject. Accountancy is 
developing two schools of thought, which may be described as 
eccentric and concentric. The eccentric school is more aggressive, 
ready to spread out into fields new and untried, and, in short, to 
do all things which may seem to be required by a client whether 
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those things are of accountancy or otherwise. The concentric 
school has taken as its motto, ‘Sutor ne supra crepidam judi- 
caret,’’ or, in more homely Saxon English, “‘Let the cobbler 
stick to his last.’”” Some of the more eminent members of the 
profession are to be found on the conservative side. As an illus- 
tration of this sentiment the following letter is of interest: 


Editor, the Journal of Accountancy. 


Sir: I was interested to observe in your editorial comments in the August 
issue your approval of a suggestion that institutions giving courses of 
instruction in accountancy should be encouraged to include in their curric- 
ula a study of the law of evidence. In your comment on a suggestion that 
the board of examiners of the Institute should introduce questions which 
would require a fair knowledge of the law of evidence, you reserved decision, 
but surely those institutions which undertake to prepare candidates for the 
examination are not likely to go beyond its probable sco 

In a recent bulletin of the bureau of public affairs of the Institute, I found 
republished with warm approval an article by a banker in which he urged, 
among other things, that accounting firms should qualify themselves to take 
physical inventories. 

Twenty-five or thirty years the value of the profession in the fields 
admittedly its own was not too highly ee but it is an open question 
whether the present tendency to encourage the —- constantly to 
extend the scope of its activities is not fraught with more danger to it than 
the disesteem of those days. 

From the regular Bulletin of July 15th I learned that in the May exam- 
inations 456 candidates for either C. P. A. certificates or admission to the 
Institute were examined, of whom only 87 passed; yet experience shows that 
even those who pass such examinations cannot safely be assumed to be 
well grounded in plain accounting and auditing. 

I am led, therefore, to ougeest that those interested in educational work 
in or for the profession should, for the present at least, concentrate on the 
fundamentals. Take, for instance, the s' tion which gives rise to this 
letter. A general knowledge of the law o paca is eminently desirable 
for the accountant who aims to be a master of every branch of his profession 
or who specializes in either tax work or expert a For the average 
accountant, however, is it not sufficient to know that there is such a thing 
as he law of oy oy ont that he must secure information or advice re- 

ing it when he is ca upon to present or assist in presenting cases 
lctene judicial bodies? Most students would be well advised to devote 
their efforts to perfectin, ry their accounting and auditing — ipment rather 
than to the acquisition of a little knowledge of a branch of the law, mastery 
of which can be achieved only by actual and extensive experience. 
espectfully, 
GrorcE O. May 


No one would raise serious objection 
to Mr. May’s suggestion that before 
proceeding further afield accountancy 
should make sure of its present conquests. The instance which 
he quotes from a bulletin issued by the bureau of public affairs is 
most opportune. Written by one who should be in sympathy with 
the aims of the profession, and calling in the main for the warm ap- 
proval of the bureau noted by Mr. May, it nevertheless furnishes 
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an instance of the tendency, far too wide, to expect accountants 
to do things for which they are not and should not be expected to 
be equipped. The accountant worthy of the name has certain 
territory in which he may be expected to exercise authority, but 
the taking of physical inventories is no more a part of the work of 
an accountant than the pouring of concrete is that of an architect. 
The practitioner who undertakes to verify physical inventories 
is like to find himself in serious difficulties, except, of course, in 
sma!l and unimportant cases. Probably ninety-five per cent. of 
the profession would disagree with the view of the banker to 
which our correspondent refers. The other five per cent. might 
be inclined to acquiesce in the banker’s views but would certainly 
feel a good deal of trepidation as to the possibility of accomplish- 
ment. Mr. May’s deductions from the results of examinations 
must appeal to anyone who gives the matter consideration. 
There is evidently something wrong when only 87 out of 456 can- 
didates succeed in passing an examination. There are, however, 
reasons other than those which Mr. May suggests. The chief 
cause of a great number of failures is not always the lack of a 
knowledge of fundamentals in the profession but quite often it is 
the encouragement given by accounting schools to induce young 
men and women only partly prepared to try the examinations 
in the hope that by some chance they may struggle through to 
success. 


If there were no such difficulty con- 
fronting the profession as that which is 
raised by the rules of the United States 
board of tax appeals we should entirely agree with our correspon- 
dent that the law of evidence was something with which the ac- 
countant need not concern himself. A knowledge that there was 
such a law would be sufficient. But here is a condition which was 
not expected nor was it anticipated. A great many members of 
the profession are called upon to appear before a board which 
insists that those who appear before it shall be proficient at least 
to some extent in the fundamental principles of the law of evi- 
dence. It seems to us, therefore, that the accountant must either 
attain such proficiency or employ qualified legal assistance. We 
entirely agree with the undesirability of such an extension of 
accounting scope and training, but we fail to see how it can be 
avoided by those who wish to practise in person before the board. 
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ar When we come to the question of ap- 

Line ef Tiamenestien? plying the principle that accountants 

should know something of the law of 

evidence, we frankly admit a condition of embarrassment. 

Another correspondent who has been considering the subject 
writes as follows: 


The writer found much of interest in the contributions by Mr. J. G. 
Korner, Jr., and Mr. Harold Greeley in the July number of THE JouRNAL. 
Your editorial comment on these papers was further enlightening. In both 
of these papers some considerable stress is placed upon the importance of the 
accountant being familiar with the law of evidence—especially does Mr. 
Greeley emphasize this. He argues that the courses in the universities 
should be increased to include “‘a thorough course in evidence”. Later, 
he qualifies this somewhat in that it ‘“‘cannot be technically complete but 
must necessarily be confined to general principles’’. 

Being interested from the viewpoint of the accountant, it has come to me 
since reading these papers that within the legal profession the law of evi- 
dence is considered one of the most indefinite, the most abstruse and per- 
plexing in legal practice. It is extremely all-inclusive, and surely there is 
much within a thorough comprehension of its laws which I question 
whether an accountant might ever be called upon to find useful or of ad- 
vantage. I believe it must follow that what is desirable for the accountant 
is rather in the nature of elementary principles which appertain generally to 
the law of evidence. I believe further that many of your readers should 
welcome a hint as to how best this may be gained without entangling one’s 
self in a mire of non-essentials—accountancy itself in its ever-broadening 
aspects demanding its natural quota of time. 


This correspondent has touched upon the most difficult question 
involved. How much of the law of evidence must an accountant 
know if he knows any at all? And how is he to separate that 
which he should know from that which he should not? These are 
questions which must be answered by the faculties of institutions 
which instruct the young accountant, or they may be answered 
as a result of years of experience before the board of tax appeals. 
It is to be hoped that some other readers of THE JOURNAL will be 
able to suggest a solution of these perplexing problems. Of 
course the most obvious suggestion would be that the board of tax 
appeals should proceed somewhat on the lines laid down by the 
bureau of internal revenue and permit taxpayers or their repre- 
sentatives to appear for informal discussion of the questions at 
issue. The explanation of the board’s attitude made by the 
chairman of the board of tax appeals in the July issue of THE 
JOURNAL is a strong and effective statement of the case, but there 
is much to be said on the other side. The board is created and 
administered for the relief of distressed taxpayers. To hedge 
it about with formalities which are burdensome on many repre- 
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sentatives seems to defeat one of the fundamental purposes of the 
board’s existence. 


cee These comments are not animated by 

euie py of als 27Y desire to obstruct the operations 
—_ of the board of tax appeals. The board 

has done excellent work, and in view of the novelty of its position 
and the many difficulties which it has met its accomplishments are 
quite admirable. It is, however, charged with a duty which 
makes it peculiarly exposed to adverse criticism, and it must be 
confessed, in the friendliest spirit, that on one or two occasions, if 
not oftener, the board has gone quite beyond its proper sphere. 
Let us take, for example, the appeal of B. B. Todd, Inc., docket 
No. 707, decided March 16, 1925. This was an appeal from the 
determination of a deficiency in income and profits taxes for the 
years 1918 to 1920, inclusive. The taxpayer filed a return for 
each of the years upon a basis which it alleged to be an instalment- 
sales basis. Alleging that the report of an examining revenue 
agent showed that the taxpayer had not kept its books on an 
instalment basis the commissioner had refused to accept the con- 
clusion shown by such return or to accept amended returns 
submitted by the taxpayer and had assessed the deficiency upon 
a basis of accrued income. The taxpayer and the commissioner 
of internal revenue were in agreement on the fact of a deficiency 
yet the board in its decision finds that the question presented is 
a double one: first, whether the taxpayer had kept such books and 
records as would enable the taxpayer and the commissioner to 
compute the taxpayer’s taxable income upon the basis laid down 
in regulations, and if it had done so whether the board should 
properly recognize such computation as one “ made upon such basis 
and in such manner as in the opinion of the commissioner does 
clearly reflect the income’’. The finding then proceeds: “This 
brings a further inquiry whether the board may go behind the 
determination of the commissioner as evidenced by article 42, 
that the instalment-sales basis does clearly reflect the income if in 
fact the board finds that such basis does not do so.”” The board 
discussed the question which was raised by itself and not by the 
litigants. The public is not primarily concerned with the ques- 
tion of the board’s jurisdiction but rather with its practical opera- 
tion. It seems that it would be desirable in the interests of all 
parties that the board should restrict itself rigidly to a considera- 
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tion of the points at issue in cases which come under its review. 
The duty of the board is to decide questions raised by taxpayers, 
and it does not seem that the time of the board should be occupied 
in attempting to review every detail of the return of every taxpayer 
coming before it or in discussing abstruse or even simple account- 
ing problems upon which there is no disagreement between the 
parties. If a judicial body—and the board is at least quasi-judi- 
cial if not actually so—desires to express an opinion on matters not 
strictly before it it would be equally effective to refer in an in- 
direct way to such matters. For example, the board might say, 
‘We must not be understood to approve the regulation as that 
question is not at issue before us.’’ The board’s decisions are no 
bar to litigation; they merely determine which of the parties, 
if there is to be litigation, is to initiate it. When the board bases 
its decision on views at variance with those of both parties it 
practically calls upon them to litigate a point on which they are 
agreed—surely not a very satisfactory procedure. The board 
has done such useful work that we should be sorry to see its value 
impaired by its undertaking burdens which it is not organized to 
assume. 


The announced determination of the 
administration at Washington to rec- 
ommend further reduction in the rate 
of income taxes has been seized by politicians and a few statesmen 
as a pretext for efforts to bring about a reduction in excess of that 
which the president and his cabinet are expected to suggest. The 
notable economies effected under the administration of President 
Coolidge are an earnest of a lessening of the tax burden whenever 
it may be possible. In his spoken and written word the president 
has repeatedly adduced the desirability of a lower rate of tax as 
an argument in favor of more economical conduct of government 
departments. Surely a régime so staunchly pledged to all reason- 
able reduction of taxation may be trusted to go to the limit of 
wisdom in recommending revised rates. But it is one of the in- 
evitable consequences of beneficent action that a host of imitators 
will immediately spring to its feet. In both houses of congress 
there are many men who are quite ready and willing to introduce 
measures for tax reform which they are convinced will exceed in 
merit any measure which may bear the sanction of the White 
House. Some of these announced reforms are made in all 
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honesty; a few of them are made by competent authorities. The 
public, however, will probably prefer to listen to the words of the 
president of the United States or the secretary of the treasury. 
Last year the plans devised by Mr. Mellon for tax reform were 
hailed by the public as altogether sensible and much to be desired. 
Congress in its demonstration of independence and proficiency 
in financial affairs saw fit to make so many amendments that the 
tax law when enacted bore only a slight resemblance to its original 
draft. In other words the Mellon plan was thrown overboard. 
Since that time the country has learned even more in regard to the 
principles of taxation and economy, and the amount of support 
which will be accorded to the secretary of the ireasury this year 
will be greater than before. It is to be hoped that in the multi- 
tude of prophets who will preach the new taxation there will not 
be confusion which will prevent the enactment of what is really 
wanted. Your average congressman, or, in fact, legislator of any 
kind, is always terribly afraid that some one will accuse him of 
following a leader. He follows his leader as a general thing with- 
out much deviation from party ways, but he is vociferous in his 
protestation of originality and independence. That is the cause 
of many of the proposals for tax reform which are tending to con- 
fuse, if they have not already confused the issue. The great point 
now is to make sure that when the administration measure for 
the reduction of taxation shall be introduced in congress nothing 
shall interfere with a fair consideration of it and the enactment 
of all that is desirable in it. 


. There is, however, a general question 

An Heretical ; : , . 
Opinion which may with propriety be considered 
by every citizen. It is a question upon 
which there is little said and perhaps little thought. Probably 
99 per cent. of the population of these United States will be in 
favor of tax reduction—but there is always the hundredth man; 
and although he is in a hopeless minority it is not improper to 
accord him the courtesy of ahearing. It has been estimated that 
by such a reduction of the rate of taxation as is indicated by the 
surplus of the current year it will be possible to relieve substan- 
tially the business and other tax-paying public and still adhere to 
the announced determination that the national debt shall be 
wiped out in thirty years. In most ways that would be a con- 
summation devoutly to be wished; but, according to the hun- 
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dredth man, there is another side of the picture. If it be possible 
to remove the great burden of indebtedness which the war and 
extravagance have placed upon our shoulders as a nation, would it 
not be preferable that the burden should be removed promptly, 
or at least as promptly as practicable? Nobody who thinks in 
world terms can complain seriously at the rate of income taxation 
inflicted by the federal government today. During the war, of 
course, the rates were high, and immediately after the war some of 
the taxes, principally the so-called excess-profits levy, were 
inimical to the real progress of the country; but the rates now 
in vogue are generally speaking a reasonable impost. There are, 
of course, exceptional cases in which the rates are inequitable, 
but taken as a whole the country is not over-taxed. The tax- 
ation is not equitably distributed and reform in that partic- 
ular is necessary, but there may be people who upon careful 
second thought would prefer that there should be no further 
reduction of taxes and that any excess revenues should be de- 
voted to curtailment of the outstanding principal sum. The old 
argument that the war was fought not only for this generation 
but for all posterity has great weight, and it does seem per- 
fectly fair that the generations yet unborn which will profit by the 
result of the war should bear a share of the burden. That would 
be sound gospel if it were quite certain that we should have no 
further war; but when one turns his eye to the eastern portions of 
Europe and the northern parts of Asia the prospects of peace do 
not seem dazzling. When the great war began nearly all the 
economists, particularly those of the lecture platform, were quite 
sure that the fight could not last long because of the inability of 
any nation to carry the financial load. All those wise prophecies 
came to naught, and nation after nation carried on without 
thought of cost or plan of redemption. No one today would dare 
to set a limit to the financial capacity of any nation, great or small. 
Others wars there will be, unless mankind changes suddenly and 
miraculously, and when these wars come they will almost cer- 
tainly involve nations not directly concerned in the first causes of 
hostility. Wars will be more expensive than ever before, and 
the question then arises: How can they be financed if the burden 
thus far borne has not been substantially lightened? In other 
words, the sooner the financial obligations of every country can be 
wiped out the better will be the standing of every country for 
defense. As international matters are at present a nation more 
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nearly solvent than its neighbors might be sorely tempted to 
embark upon campaigns of acquisition which in a time of com- 
mon solvency would not be begun. All this is pure theory as such 
discussion must always be, but there is in it enough food for 
thought to justify some consideration of the desirability of carry- 
ing on at something like the present rate of taxation and reducing 
the national debt as rapidly as it may consistently be reduced. 
We have given these unpopular views expression at some length, 
not with the idea of endorsement, but, as the lawyers say, without 
prejudice. 


The bulletin of the American Institute 
of Accountants contains the text of three 
new laws enacted in Illinois, having a 
bearing upon the practice of accountancy in that state. One of 
these laws is of far-reaching importance and has caused a good deal 
of consternation among the practitioners who are affected by it. 
The bill was introduced, passed both houses of the legislature and 
was permitted to become law in the absence of the governor's veto. 
Members of the Institute in Illinois coéperated with the Illinois 
Society of Certified Public Accountants in the effort to prevent 
enactment of the undesirable bill, and since its enactment have 
been considering ways and means to prevent its application. In 
effect the law provides for substantial changes in the method of 
administration. The university no longer has jurisdiction over 
the board of examiners, and those who are successful in passing 
the examinations are to have the right to describe themselves as 
public accountants. Those who are now certified public ac- 
countants may still continue to call themselves by that title, but 
if the new law remains in force, there will be no further accessions 
to the ranks of certified public accountants in Illinois. This 
seems to be simply another instance of the susceptibility of legisla- 
tion to political influence. [Illinois has for many years been one 
of the outstanding commonwealths in its regulation of the ac- 
counting profession. The examinations have been well governed 
and for many years they were the same examinations as those of- 
fered by the American Institute to its applicants. The personnel 
of the state board has included many of the leading accountants 
of Chicago and other Illinois cities, who with the codperation of 
the university of the state have jealously safeguarded the ad- 
ministration of the law. Now for some reason unknown the bill 
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to which we have referred has received the favorable considera- 
tion of the legislature and the governor has not seen fit to prevent 
its enactment. Consequently we have a close corporation con- 
sisting of those who are now certified public accountants which, of 
course, will diminish and pass out of existence with the effluxion of 
time. A new designation is set up. The man who passes the 
examination now is to be a public accountant, and in the course of 
a few years, provided of course the law stands unchanged, public 
accountants will gradually catch up with and pass certified public 
accountants. The public will be expected to understand that 
public accountant and certified public accountant mean the same 
thing, with the exception of a date in the issuance of certificate. 
The whole thing is ridiculous in the extreme and opposed to the 
interests of the profession. It illustrates again the need for 
eternal vigilance and emphasizes the regrettable but inevitable 
liability to mutilation of all regulation under the influence of 
politics. Such developments as those which have occurred in 
Illinois were the prime reason for the insistence by the American 
Institute of Accountants that those who were admitted to its 
membership should satisfy requirements which could not be af- 
fected by the vicissitudes of politics. There are many states in 
which unwise legislation or ill-informed administration might 
reasonably be expected before Illinois. It is utterly discouraging 
to find one of the foremost states of the union the first instrument 
to tear down the structure which accountants have been building 
throughout the states these past thirty years. 


It is with a kind of unholy glee that we 
have received a circular letter written by 
a British firm and addressed to British 
taxpayers, offering to undertake the recovery of overpaid taxes. 
We have so much of the contingent-fee tax-expert business in 
this country that some of us have been inclined to think it a 
purely American product. Now comes a letter from a concern in 
London which describes itself as ‘‘income-tax consultants’. The 
opening paragraphs describe repayment claims, rates of tax, etc. 
and we then come to the following paragraphs which have a 
most unfortunately familiar ring: 


Tax Experts Not All 
American 


We shall be pleased to investigate your case free of charge, and on receiv- 
ing the enclosed form fully completed will advise you what repayment is 
due. Our fee for carrying through your case is quite moderate, being 10% 
of the amount of relief secured, and this charge may be more than covered 
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by the additional repayment due to our expert knowledge of income-tax law 
and practice. It will save time if you enclose all dividend counterfoils, 
income-tax and life-assurance receipts with the enquiry form and sign both 
authorities to enable us to pospere your claim and obtain duplicate dividend 
counterfoils. The claim will be forwarded immediately for your signature, 
and all correspondence will be treated as strictly confidential. 

The complications of the British income-tax law deter many from making 
claims, and this emphasizes the necessity for using the services of experts. 
Both partners of this firm have had many years’ experience in all branches 
of income-tax work in the inland-revenue department itself, more especially 
in the examination of claims by persons living abroad, and we have numer- 
ous clients in all parts of the world. Wecan, therefore, assure you that the 
maximum refund will be secured, and our knowledge of the requirements 
of the department will save you much trouble and inconvenience. 

The foregoing letter might almost have been written by one of a 
dozen tax-expert organizations here except for one important dif- 
ference. The British concern will be content with a miserable 
ten per cent. of the amount of refund or relief. No representative 
practitioner in the contingent field in America would be satisfied 
with so paltry asum. We do things better here. The taxpayer 
usually loses about fifty per cent. of his refund if he falls into the 


clutches of some of our so-called “tax hounds”’. 


A correspondent who is a buyer of books 
has discovered in his library a volume 
entitled Choosing the Right Career writ- 
ten by Edward D. Toland. The subject is peculiarly seductive. 
It is a charming pastime to direct the young mind into the 
channel in which it may most profitably navigate. There are 
doubtless many fine thoughts in the book to which we refer; but 
the editorial office of this magazine has a rather close interest in 
all that relates to the practice of professional accounting, and 
when we find an author expounding the functions and scope of 
accountancy it is inevitable that the matter should receive care- 
ful consideration. Many accountants labor under the impression 
that their profession is a matter of some moment in the world 
of business. They have begun to think of it as really quite 
significant. Consequently it is something of a shock to find the 
entire subject airily dismissed in a chapter covering less than two 
pages of large type widely spaced. Our quarrel, however, is not 
with the extent of the chapter. It is quite long enough. Let us 
quote it in full: 


The work of a public accountant consists of finding out the cost of con- 
ducting a business, analyzing these costs, verifying the accounts of a 
company, and quite frequently in installing an accounting system for a 
company which has had insufficient or faulty accounting. Although this 
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profession is not one in which an ambitious man would want to spend his 
entire life, it is a very useful thing to know something about figures, and 
it will give a young man a rather unusual first-hand view of business prin- 
ciples. If one can get the right kind of an auditing job for a few months, 
the work can be used as a stepping-stone to something better. It also 
teaches one how to read between the figures on a balance-sheet, which is 
an important part of a man’s business education; that is, to judge correctly 
the company’s condition from its published statements. 

By analyzing the receipts and expenditures of numerous kinds of com- 
panies, one can get a very good idea of the general principles which underlie 
success or failure. I know a young man who, during six weeks of his sum- 
mer vacation, got a job as assistant to an auditor, made an audit of a bank- 
rupt hotel, of a small construction company, and of a manufacturer of 
rubber tires, who had got into difficulties. This young man is now in an- 
other business, is doing very well, and tells me that he considers the experi- 
ence invaluable. It » dow him in a practical way the difference between 
sound and unsound business. 


This description of public accounting is recommended to all who 
cherish a lingering fondness for the profession. It is recom- 
mended as an antidote to a too exalted opinion of what, it now ap- 
pears, is a very small affair. The young man who after six weeks 
of a summer vacation developed into an auditor and made such a 
success of it that he went into some other business is worthy at 
least of honorable mention. 
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EpITED BY STEPHEN G. Rusk 


As to whether or not transfers of property were made ‘in contemplation 
of death” is a question that arises in a large number of cases involving the 
payment of estate taxes. In a recent court decision the judge observed: 


“Contemplation of death is not the general knowledge of all men that 
they must die but it must be a present apprehension from some existing 
bodily or mental condition or impending peril, creating a reasonable fear 
that death is near at hand, and . . . so arising it must be the direct and 
animating cause and the only cause, of the transfer.” (U. S. district 
court, western district of Pennsylvania, Rea, Executrix v. Heiner, Collector.) 


The case in which the court so interpreted the phrase ‘‘in contemplation of 
death” involved a large amount of taxes paid as well and was quite interesting 
from other points of view. Reading lengthy decisions upon involved tax ques- 
tions does not ordinarily appeal to one as offering anything but close concen- 
tration and painful thinking. However, to those who endeavor to keep posted 
upon the subject of taxation it is apparent there is much of human interest 
in the cases that pass in review before them. 

The case just cited is a fair example of this fact, as shown by a digest of the 
ruling, which is now quoted: 


“Transfers of a material part of an estate about six months prior to her 
death by a woman seventy-six years of age, active, mentally alert, with 
no serious illness during her lifetime and anticipating a substantially 
longer life, one effect of which transfers was to bring a daughter back to 
the — city of the transferor, were not transfers in contemplation of 
death.” 


In the few words in which the decision is compressed is found quite a compre- 
hensive picture of a given situation, not unpleasing to contemplate. 

The United States district court, district of Virginia, in a decision rendered 
late in June (Parrott v. Noel) overruled decision No. 1, docket No. 1 of the 
United States board of tax appeals. The case involved the interpretation as 
to whether ‘‘a gratuitous appropriation”’ by the board of directors of a cor- 
poration, of certain of the profits to be set aside for certain of its officers and 
employees, was additional compensation or a gift to them. The board held 
that it was not extra compensation. The court held that it was a gift. 

Another decision by the board of tax appeals of interest to accountants who 
try cases before it is that in which the board held that the minute record of 
a corporation was not sufficiently established to be such authentic record 
because no witness was present at the hearing who could definitely identify the 
book as being that which it was represented to be. This is important because 
it shows the care one must take in identifying written documents if they are 
to be acceptable as evidence. 

As a study in consistency we recommend the reading of decision No. 587, 
docket 3064, wherein commission earned in one year but not determined until 
the following year was taxable income in the year in which the commission was 


202 








Income-tax Department 


determined. Then read decision 563, docket 1726, wherein the board ruled 
that a loss sustained in 1920 on sale of stock, the amount of which loss could 
not be determined until 1921, was a deductible loss in 1920. 








SUMMARY OF RECENT RULINGS 


An expressed intention in a resolution that a gratuitous appropriation should 
be made for certain payments to officers of a corporation, when there had been 
no binding agreement for such payments, evidences a gift, and the payments 
do not constitute taxable income under the act of 1918. (U.S. district court, 
D. Virginia, Parrott v. Noel, Collector.) 

The commissioner was ordered to obey board of tax appeals subpoena calling 
for detailed data of representative corporations to perch + yn comparative basis 
of computation of excess-profits taxes of an appellant before the board. (Su- 
preme court of D. C., Oesterlein Machine Company v. Commissioner.) 

A suit to restrain the collection of a tax may not be enjoined though the tax 
be subject of a jeopardy assessment and the taxpayer has appealed to the 
U.S. board of tax appeals. (U.S. district court, E. D. Pennsylvania, Emans 
Silk Co. v. McCaughn.) 

Where a transfer in trust was made by one whose expectancy of life was 
about sixteen years, the beneficiaries being contingent and to come into posses- 
sion after thirty years, it was held the equitable estate remained in suspension 
and the trust fund was intended to take effect in possession after the death of 
the grantor and was therefore part of the gross estate subject to the estate tax. 
(U. 3 circuit court of appeals, 8th circuit, Shukert et al., Executors v. Allen, 
Collector.) 

Transfers of a material part of an estate about six months prior to her death 
by a woman seventy-six years old, who at time of transfer was active, mentally 
alert, with no serious illness during her lifetime and anticipating a substantially 
longer life, one effect of which transfers was to bring a daughter back to the 
home city of the transferor, were not transfers in contemplation of death. 
(U. S. district court, W. D. Pennsylvania, Rea, Executrix v. Heiner, C 

Where property is sold and the vendor receives as part payment of the pur- 
chase price a second mortgage payable in installments over a period of twelve 
years, the amount of taxable gain derived from the sale shall be computed by 
considering the second mortgage at its fair market value, if any, at the time 
when the transaction was closed. (B. T. A. decision 548, docket 2401.) 

Where closing inventories were made without actual knowledge of market 
conditions and prices, the values may be revised by bona-fide market prices as- 
om within a reasonable time thereafter. (B.T. A. decision 549, docket 

On the evidence, taxpayer’s restoration to invested capital of amounts that 
previously had been consistently written off. as depreciation of patterns and 
drawings, is disallowed. (B. T. A. decision 552, docket 776.) 

The cost of devising and installing a cost system is a business expense and is 
not includible in invested capital for tax purposes. (B. T. A. decision 558, 
docket 881.) 

The minutes of a corporation are not sufficiently established by showing that 
they are contained in a book believed by the witnesses to be the minute book, 
where the witnesses were not present at the alleged meetings, did not prepare 
or sign the alleged minutes, and no officer or other person present at the alleged 
meetings testified. (B.T. A. decision 569, docket 2688.) 

Commissions earned during a year but not determined until the ‘er % - 
year, are income in the latter year where taxpayer is upon a cash basis. (B.T. 
A. decision 587, docket 3064.) 

A loss sustained on certain stocks sold in 1920, the amount of which loss was 
unknown to the taxpayer until 1921, was held to be deductible in 1920, (B. T. 
A. decision 563, docket 1726.) 

Amounts expended to restore soil fertility preparatory to the production of 
900) in future years are capital expenditures. tB. T. A. decision 589, docket 
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Taxes may not be accrued until they become due and payable, and invested 
capital may not be reduced by the amount of such taxes until they are due. 
(B. T. A. decision 592, docket 324.) 

A corporation engaged only in selling the expert services of its stockholders 
was held to be a personal-service corporation. (B. T. A. decision 593, docket 
894.) 

Where a seat on the New York stock exchange, which was received by a 
partnership at an agreed valuation as a partner's capital contribution, is sold 
at a loss, such loss is deductible for tax purposes. (B. T. A. decision 594, 
docket 2567.) 

Where lessee in 1919 pays the 1918 income taxes of the lessor as required by 
the lease, the amount paid is not income to the lessor. (B. T. A. decision 599, 
docket 2020.) 

A transfer by a husband to his wife of stock at a market price but less than 
cost for her note payable in five years, the stock being immediately endorsed 
in blank and returned to him and her note being subsequently destroyed by the 
husband, was held not to constitute a valid sale —s him to deduct the 
loss on the transaction. (B. T. A. decision 600, docket 1910.) 


TREASURY RULINGS 


(T. A. 3702—May 13, 1925) 
Bankruptcy—Decision of Court 
BANKRUPTCY—DECISIONS OF SUPREME COURT 


1. BANKRUPTCY—FEDERAL TAX—PrRIORITY—LABOR CLAIMs. 

Under the provisions of sections 64 (a) and 64 (b) of the bankruptcy act a 
claim for federal taxes takes priority in payment over labor wage claims 
where the assets of the estate are insufficient to pay all claims in full. 


2. CASES DISTINGUISHED AND FOLLOWED. 

Richmond v. Bird (249 U. S., 174) distinguished; Guarantee Co. v. Title 
Guaranty Co. (224 U.S., 152) followed; judgment of the United States circuit 
court of appeals for the ninth circuit (174 Fed., 385; T. D. 3501 [C. B. II-2, 
341]) affirmed. 

The following decision of the United States supreme court in the case of 
A. J. Oliver, Trustee in Bankruptcy of the West Coast Rubber Corporation et al. v. 
United States is published for the information of internal-revenue officers and 
others concerned. 


SUPREME COURT OF THE UNITED STATES 


A. J. Oliver, as Trustee in Bankruptcy of the Estate of West Coast Rubber Corpora- 
tion; Oscar Courtin, Dorothy E. Knight, et al., petitioners, v. The United 
States of America and City and County of San Francisco 


On writ of certiorari to the United States circuit court of appeals for the 
ninth circuit 


[April 15, 1925] 


Mr. Justice McREYNOLDs delivered the opinion of the court. 

The bankrupt’s estate consisted of personal property only, and there is no 
suggestion of a lien thereon to secure any of the claims now under consideration. 
The fund derived from conversion of all the property is insufficient fully to 
satisfy taxes due the United States and the city and county of San Francisco and 
the allowed claims for preferred wages. Which of these must be paid first is the 
question for decision. The referee ruled in favor of the wages, and the district 
court approved; but the circuit court of appeals held to the contrary and di- 
rected that priority should be given the taxes. 

The bankruptcy act of 1898 (ch. 541, 30 Stat., 544, 565) provides— 

“Sec. 64. Debts which have priority—a. The court shall order the trustee 
to pay all taxes legally due and owing by the bankrupt to the United States, 
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state, county, district, or municipality in advance of the payment of dividends 
to creditors, and upon filing the receipts of the proper public officers for such 
payment he shall be credited with the amount thereof, and in case any question 
arises as to the amount or legality of any such tax the same shall be heard and 
determined by the court. 

“‘b. The debts to have priority, except as herein provided, and to be paid in 
full out of bankrupt estates, and the order of payment shall be (1) the actual 
and necessary cost of preserving the estate subsequent to filing the petition; 
(2) the filing fees paid by creditors in involuntary cases; (3) the cost of adminis- 
tration, including the fees and mileage payable to witnesses as now or hereafter 
provided by the laws of the United States, and one reasonable attorney’s fee, 
for the professional services actually rendered, irrespective of the number of 
attorneys employed, to the petitioning creditors in involuntary cases, to the 
bankrupt in involuntary cases while performing the duties herein prescribed, 
and to the bankrupt in voluntary cases, as the court may allow; (4) wages due 
to workmen, clerks, or servants which have been earned within three months 
before the date of the commencement of proceedings, not to exceed $300 to each 
claimant; and (5) debts owing to any person who by the laws of the states or the 
United States is entitled to priority.” 

Guarantee Co. v. Title Guaranty Co. (224 U.S., 125, 159, 160) held that under 
section 64 wages were entitled to priority over the claim of the United States 
for damages occasioned by the bankrupt’s failure to comply with a construction 
contract. It was there said— 

“‘By the statute of 1797 (now sec. 3466) and section 5101 of the Revised Stat- 
utes all debts due to the United States were expressly given priority to the 
wages due any operative, clerk, or house servant. A different order is pre- 
scribed by the act of 1898, and something more. Labor claims are given prior- 
ity, and it is provided that debts having priority shall be paid in full. The only 
exception is ‘taxes legally due and owing by the bankrupt to the United States, 
state, county, district or municipality.’ These were civil obligations, not per- 
sonal conventions, and preference was given to them, but as to debts we must 
assume a change of purpose in the change of order. And we can not say that it 
was inadvertent. The act takes into consideration, we think, the whole range of 
indebtedness of the bankrupt—national, state, and individual—and assigns the 
order of payment. The policy which it dictated was beneficent and well might 
induce a postponement of the claims, even of the sovereign, in favor of those 
who necessarily depended upon their daily labor. And to give such claims 
priority could in no case seriously affect the sovereign. To deny them priority 
would in all cases seriously affect the claimants.” 

In City of Richmond v. Bird (249 U.S., 174, 177), past due taxes were denied 
priority of payment over a debt secured by a lien which the state law recognized 
as superior to the city’s claim for such taxes. We said— 

“Respondents therefore must prevail unless priority over their lien is given 
by section 64a to claim for taxes which, under state law, occupied no better 
position than one held by a general creditor. Section 67d, bankruptcy act, 
quoted supra, declares that liens given or accepted in good faith and not in 
contemplation of or in fraud upon this act, shall not be affected by it. Other 
provisions must, of course, be construed in view of this positive one. Section 
64a directs that taxes be paid in advance of dividends to creditors; and ‘divi- 
dend,’ as commonly used throughout the act, means partial payment to general 
creditors. In section 65b, for example, the word occurs in contrast to payment 
of debts which have priority. And as the local laws gave no superior right to 
the city’s unsecured claim for taxes we are unable to conclude that congress 
tended by section 64a to place it ahead of valid lien holders.” 

Of course, this opinion must be read in the light of the question under con- 
sideration—does section 64 require that taxes shall be paid in advance of debts 
secured by liens which under the local law are superior to claims for such taxes? 
We pointed out that section 67d preserves valid liens and is not qualified by the 
direction of section 64a to discharge taxes ‘“‘in advance of the payment of 
dividends to creditors,”’ since ‘‘‘ dividend,’ as commonly used throughout the 
act, means partial payment to general creditors.” We did not undertake to 
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decide in what order, as among themselves, taxes and the debts specified by 
section 64 should be satisfied; that point was not presented. 

The language of section 64 has caused much uncertainty, and widely dif- 
ferent views of its true meaning may be found in the opinions of district courts 
and circuit courts of appeals. 

Paragraph ‘‘a” directs that “‘the court shall order the trustee to pay all 
taxes legally due and owing . . . in advance of (mot next preceding) the pay- 
ment of dividends to creditors’’—that is, partial payments to general creditors. 
(City of Richmond v. Bird, supra.) It does not undertake otherwise to fix the 
precise position which shall be accorded to them. This, we think, must be 
determined upon consideration of the circumstances of each case and the 
provisions of relevant federal and local laws—e. g., those which prescribe liens 
to secure or special priority for tax claims. It also appears, plainly enough, 
that all debts mentioned in paragraph ‘‘b”’ must be satished before any 
payment to general creditors. 

Guarantee Co. v. Title Guaranty Co., supra, declares that the taxes of para- 
graph “a”’ are ‘‘civil obligations, not personal conventions, and preference 
was given to them”’ over the wages specified by clause (4), paragraph ‘‘b.”’ 
We adhere to this as a correct statement of the general rule to be followed 
whenever it does not clearly appear that the particular tax has been subordi- 
nated to claims for wages by some relevant law. 

We find no error in the action of the court below. The cause will be re- 
manded to the district court for further proceedings consistent with this 
opinion. Affirmed. 

(T. D. 3709—May 22, 1925) 
Coéperative associations.—Arlicle 522 of regulations 65 amended 


The last two sentences of subdivision (a) of article 522, regulations 65, are 
hereby amended to read as follows: 

“The restriction placed on the ownership of the capital stock of an exempt 
coéperative association shall not apply to preferred stock sold or issued solely 
for the purpose of providing necessary working capital or acquiring property 
which is required for the conduct of the association’s business, provided such 
stock is not entitled or permitted to participate directly or indirectly in the 
profits of the association, upon dissolution or otherwise, beyond the regular 
fixed dividends, and is issued with an express provision for its early redemp- 
tion or retirement or for its redemption or retirement at the election of the 
association, with funds to be obtained, for example, by the subsequent sale of 
stock to actual producers, to the end that the producers may become the sole 
owners of the capital stock. The issuance of such preferred stock to non- 
producers will not be grounds for denying exemption so long as the voting 
control in the association is retained by shareholders who are actual producers.”’ 


(T. D. 3708—May 22, 1925) 


EXAMINATION OF INCOME TAX RETURNS AND DETERMINATION OF TAX BY 
THE COMMISSIONER 


In view of the fact that the procedure inaugurated some months ago under 
which taxpayers are afforded an opportunity to be heard in the offices of the 
supervising internal revenue agents and internal revenue agents in charge in 
respect to reports of revenue agents upon the field examination of income-tax 
returns is now upon a satisfactory basis, it appears advisable in the interests 
of simplification and efficiency to eliminate one of the three hearings which 
have been afforded to taxpayers prior to the final determination by the com- 
missioner, from which an appeal lies to the board of tax appeals. The pre- 
liminary hearing in cases where a field investigation is made is held in the office 
of the supervising internal revenue agent or the interna] revenue agent in charge. 
The findings and recommendations of these agents are subject to review in the 
income-tax unit, where opportunity for a hearing is again afforded the tax- 
payer. It has, therefore, been decided to eliminate the hearing in the solicitor’s 
office, which has been accorded in all protests against deficiencies where a 
taxpayer and the income-tax unit were unable to agree. This should not be 
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construed as prohibiting the income-tax unit from obtaining the opinion of the 
solicitor upon questions of law arising in any case which are not clearly covered 
by existing vapentions or published rulings of the department or the published 
opinions of the solicitor. The following procedure for the examination of 
income-tax returns and the determination of tax by the commissioner is, 
accordingly, prescribed: 

1. Effective June 1, 1925, treasury decision 3616 (C. B. III-2, 275] is hereby 
rescinded. 

2. Effective June 1, 1925, article 1211 of regulations 65 is hereby amended 
to read as follows: 

“‘ All returns, except returns made on form 1040—A and such other returns as 
the collector may be authorized by the commissioner to audit, will be for- 
warded to the commissioner. As soon as practicable thereafter ony will be 
given a preliminary examination in the income-tax unit. Copies of all returns 
will be referred to the field for investigation except those which, from the pre- 
liminary examination made in the income-tax unit, apparently can be cl on 
the basis of the information at hand without correspondence with the taxpayer. 

‘“‘Upon the completion of a field investigation made under the supervision of a 
supervising internal-revenue agent or internal revenue agent in charge, the 
taxpayer will be notified of the result of the investigation and furnished with 
a copy of the examining officer’s report. Within 30 days from the date of the 
letter of notification the taxpayer may file with the supervising internal- 
revenue agent or internal-revenue agent in charge a protest against the deter- 
mination of any additional taxes which the investigating agent finds to be 
due. If a protest is filed, the supervising internal-revenue agent or internal- 
revenue agent in charge will cause the protest of the taxpayer to be carefully 
considered in his office and will afford the taxpayer an opportunity to be 
heard, provided that request for a hearing is made in the protest. The super- 
vising internal-revenue agent or internal-revenue agent in charge will forward 
the original and one duplicate copy of all protests, briefs, or statements of 
additional facts to Washington with the report of the examining agent, 
together with any conference reports and the recommendation of the super- 
vising internal-revenue agent or internal-revenue agent in charge. If no 
protest is filed by the taxpayer with the supervising internal-revenue agent or 
internal-revenue agent in charge within the prescri time, the report of the 
investigating agent will be forwarded to the commissioner with the recom- 
mendation of the supervising internal-revenue agent or internal-revenue 
agent in charge. In either event the case will then be audited in the income- 
tax unit, and the taxpayer will be advised by letter of any deficiency of tax 
which appears to exist. Within 30 days from the date of the notification 
letter the taxpayer may request a hearing in the income-tax unit. If upon 
further consideration it appears that a deficiency of tax exists, final determina- 
tion thereof will be made and the taxpayer will be notified by registered mail 
in accordance with the provisions of section 274 (a) of the statute. See 
article 1232. 

“‘As to those returns which apparently can be closed upon the basis of in- 
formation at hand, if the preliminary audit made in the income-tax unit dis- 

closes that a deficiency apparently exists, the taxpayer will be notified by letter. 
Within 30 days from the date of the letter of notification the taxpayer may file 
in the income-tax unit a protest against the determination of the deficiency 
disclosed by the audit. If no protest is received within the prescribed time, final 
determination of the deficiency will be made and the taxpayer will be notified 
thereof by registered mail. If a protest is filed, it will be considered in the 
income-tax unit, and a hearing will be granted if requested in the protest. 
Final determination of the deficiency then will be made and notification thereof 
sent to the taxpayer by registered mail, unless a field investigation appears to 
be necessary, in which event a copy of the return together with the protest 
will be referred to the proper supervising internal-revenue agent or internal- 
revenue agent in charge for investigation and the taxpayer will be notified 
by letter of such reference. Thereafter the case will proceed as herein pro- 
vided in respect to cases originally referred to the field for investigation. 
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“In special cases where by reason of the filing of a consolidated return or for 
any other reason it is impracticable that the field investigation be made under 
the supervision of one of the supervising internal-revenue agents or internal- 
revenue agents in charge, the commissioner may direct that the field investiga- 
tion be made by such revenue agents, special agents, or auditors as he may 
specially designate. In such cases the return will be audited in the income- 
tax unit after receipt of the report of the field investigation. The taxpayer 
will be furnished with a copy of the report of the field investigation and 
notified by letter of any deficiency which appears to exist. Within 30 days 
from the date of the notification letter the taxpayer may file in the income- 
tax unit a protest against the determination of the deficiency. If no protest 
is filed within the prescribed time, final determination of the deficiency will 
be made and the taxpayer will be notified thereof by registered mail. If a 
protest is filed, it will be considered in the income-tax unit, and hearing will 
be granted if requested in the protest. If it appears thereafter that deficiency 
exists, final determination of the deficiency will be made and the taxpayer 
will be notified thereof by registered mail. 

“* As to those returns which are authorized to be retained in the office of the 
collector for audit, the taxpayer will be notified by letter upon the completion 
of the audit of any deficiency which appears to exist. Within 30 days from 
the date of the letter of notification the taxpayer may file with the collector a 
protest against the determination of the deficiency. If no protest is filed 
within the prescribed time final determination will be made and the taxpayer 
will be notified by registered mail. If a protest is filed, it will be considered 
in the collector’s office and a hearing will be granted if requested in the protest. 
If the taxpayer and the collector are when! to agree respecting the amount 
of the deficiency, the return and the complete file pertaining thereto will be 
forwarded by the collector to the commissioner, and will be referred to the 
income-tax unit for consideration, of which the taxpayer will be notified 
by the collector. The taxpayer may within 30 days request a hearing in the 
income-tax unit. If, after consideration by the income-tax unit, it appears 
that a deficiency exists, final determination of the deficiency will be made and 
the taxpayer will be notified thereof by registered mail. 

“If in the course of any field investigation it appears that a willful attempt 
has been made to evade tax, the report of the investigation will be forwarded 
immediately to the commissioner. No copy of the report will be furnished to 
the taxpayer by the investigating agent. After completion of the audit in the 
income-tax unit the taxpayer will notified of such taxes and penalties as 
appear to be due, and will be furnished with a statement showing the compu- 
tation of tax and penalties. Within 30 days from the date of the letter of 
notification the taxpayer may file a protest, and a hearing will be granted, if 
requested in the protest. In any case where it is proposed to assert the ad- 
st a fraud penalty the hearing on the protest of the taxpayer will be under 
the supervision of the solicitor of internal revenue, whose recommendation 
in regard to the assertion of the ad-valorem fraud penalty will be obtained 
prior to final determination of the deficiency. Thereafter final determination 
of the deficiency and of the penalty, if any, will be made and the taxpayer 
will be notified by registered mail. 

“If in any case the taxpayer acquiesces in the tentative or final determina- 
tion of the deficiency, the form of agreement consenting to assessment which 
will be forwarded with the letter of notification should be executed by the tax- 
payer and returned in order that assessment may be made forthwith. 

“‘A letter of protest must cover all items which the taxpayer questions and 
may be accompanied by a statement of additional facts or by a brief, or both. 
It must be filed in triplicate, and must contain the following information: 

“‘(a) The name and address of the taxpayer (in the case of an individual 
the residence, and in the case of a corporation the principal office or place of 
business); (6) in the case of a corporation the name of the state of incor- 
poration; (c) the designation by date and symbol of the letter advising of 
the tentative deficiency with respect to which the protest is made; (d) the 
designation of the year or years involved and a statement of the amount of 
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tax in dispute for each year; (¢) an itemized schedule of the findings to which 
the taxpayer takes exception; (f) a summary statement of the grounds upon 
which the taxpayer relies in connection with each exception; and (g) in case 
the taxpayer desires a hearing, statement to that effect. 

“Letters of protest and accompanying statements of fact, if any, must be 
executed by the taxpayer under oath.” 

3. All protests filed by taxpayers under the procedure in force prior to the 
effective date hereof and actually referred to the solicitor of internal revenue 
will be considered by the solicitor in accordance with the procedure heretofore 
in effect. All protests pending in the income-tax unit and not actually referred 
to the solicitor prior to the effective date hereof will be carefully considered and 
an opportunity afforded for a hearing in the income-tax unit, if a hearing has 
not already been held. After consideration of the protest by the income-tax 
unit, final determination will be made and the taxpayer notified thereof by 
registered letter. From and after the effective date hereof protests against the 
determination of deficiencies will not be referred to the solicitor except in 
cases where the commissioner, or the — commissioner in charge of the 
income-tax unit, desires the opinion of the solicitor upon a question of law, 
and except in cases as herein provided where it is proposed to assert the ad- 
valorem fraud penalty. 


(T. D. 3710—May 22, 1925) 
INCOME TAX—ACT OF OCTOBER 3, 1913—DECcISION OF SUPREME COURT 


1. Incom—E—Trust—Lire EstaTtE—EXEMPTIONS—GIFTs. 

Amounts received under the terms of a will leaving the residue of an estate 
in trust and providing that the income therefrom be paid to a designated 
person for life, are taxable as income and are not exempt as property ac- 

uired by gift, bequest, devise, or descent. 
the elivulont decision of the Supreme Court of the United States in the case 

of Irwin, Former Collector, v. E. Palmer Gavit is published for the information 
of internal revenue officers and others concerned. 


SUPREME COURT OF THE UNITED STATES 


Roscoe Irwin, Former Collector of Internal Revenue for the Fourteenth District 
of New York, petitioner, v. E. Palmer Gavit 


On a writ of certiorari to the United States circuit court of appeals for the second 
circuit 
[April 27, 1925] 

Mr. Justice HotmEs delivered the opinion of the court. 

This is a suit to recover taxes and penalties exacted by the collector under 
the income-tax act of October 3, 1913 (ch. 16, section II, A, subdivisions 1 and 
2; B, D, and E, 38 Stat., 114, 166, et seg.). The collector demurred to the com- 
plaint. The demurrer was overruled and judgment given for the plaintiff by 
the district court (275 Fed. Rep., 643) and the circuit court of appeals (295 
Fed. Rep., 84). A writ of certiorari was granted by this court (264 U. S., 579). 

The question is whether the sums received by the plaintiff under the will of 
Anthony N. Brady in 1913, 1914, and 1915 were income and taxed. The will, 
admitted to probate August 12, 1913, left the residue of the estate in trust to 
be divided into six equal parts, the income of one part to be applied so far as 
deemed proper by the trustees to the education and support of the testator’s 
granddaughter, Marcia Ann Gavit, the balance to be divided into two equal 
parts and one of them to be paid to the testator’s son-in-law, the plainti 
equal quarter-yearly payments during his life. But on the Bend ae ob - 
reaching the age of 21 or dyin f the fund went over, so that, the granddaughter 
then being 6 years old, it is said, the plaintiff's interest could not exceed 15 years. 
The courts below held that the payments received were property acquired by 

uest, were not income, and were not subject to tax. 

he statute in section II, A, subdivision 1, provides that there shall be 
levied a tax “upon the entire net income arising or accruing from all sources 
in the preceding calendar year to every citizen of the United States.” If 
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these payments properly may be called income by the common understanding 
of that word and the statute has failed to hit them it has missed so much of 
the general purpose that it expresses at the start. Congress intended to use 
its power to the fullextent. (Eisner v. Macomber, 252 U.S., 189, 203.) By B, 
the net income is to include “gains or profits and income derived from any 
source whatever, including the income from but not the value of property 
acquired by gift, bequest, devise or descent.”” By D, trustees are to make 
“return of the net income of the person for whom they act, subject to this 
tax,”’ and by D, trustees and others having the control or payment of fixed or 
determinable gains, etc., of another person who are required to render a return 
on behalf of another are “authorized to withhold enough to pay the normal 
tax.” The language quoted leaves no doubt in our minds that if a fund were 
given to trustees for A for life with remainder over, the income received by 
the trustees and paid over to A would be income of A under the statute. It 
seems to us neatly teen clear that even if there were a specific provision that 
A should have no interest in the corpus, the payments would be income none 
the less, within the meaning of the statute and the constitution, and by 
popular speech. In the first case it is true that the bequest might be said to be 
of the corpus for life, in the second it might be said to be of the income. But 
we think that the provision of the act that exempts bequests assumes the gift 
of a corpus and contrasts it with the income arising from it, but was not 
intended to exempt income properly so-called simply because of a severance 
between it and the princi Pfund. No such conclusion can be drawn from 
Eisner v. Macomber (252 U.S., 189, 206, 207). The money was income in the 
hands of the trustees and we know of nothing in the law that prevented its 
being paid and received as income by the donee. 

The courts below went on the ground that the gift to the plaintiff was a 
bequest and carried no interest in the corpus of the fund. We do not regard 
those considerations as conclusive, as we have said, but if it were material a 

ift of the income of a fund ordinarily is treated by equity as creating an 
interest in the fund. Apart from technicalities we can perceive no distinction 
relevant to the question before us between a gift of the fund for life and a 
gift of the income from it. The fund is appropriated to the production of the 
same result whichever form the gift takes. Neither are we troubled by the 

uestion where to draw the line. That is the question in pretty much every- 
thing wortharguinginthelaw. (Hudson County Water Co.v. McCarter, 209 US, 
349, 355.) Day and night, youth and age, are only types. But the distinction 
between the cases put of a gift from the corpus of the estate payable in install- 
ments and the present seems to us not hard to draw, assuming that the gift 
supposed would not be income. This is a gift from the income of a very large 
fund, as income. It seems to us immaterial that the same amounts might 
receive a different color from their source. We are of opinion that quarterly 
payments, which it was hoped would last for 15 years, from the income of an 
estate intended for the plaintiff's child, must be regarded as income within the 
meaning of the constitution and the law. It is said that the tax laws should be 
construed favorably for the taxpayers. But that is not a reason for creating a 
doubt or for exaggerating one when it is no greater than we can bring ourselves 
to feel in this case. Judgment reversed. 


Mr. Justice SUTHERLAND, DISSENTING 

By the plain terms of the revenue act of 1913 the value of property acquired by 
gift, bequest, devise, or descent is not to be included in net income. Only the 
income derived from such property is subject to the tax. The question, as it 
seems to me, is really a very simple one. Money, of course, is property. The 
money here sought to be taxed as income was paid to respondent under the 
express provisions of a will. It wasa gift by will—a bequest. (United States 
v. Merriam, 263 U. S., 179, 184.) It, therefore, fell within the precise letter of 
the statute; and, under well-settled principles, judicial inquiry may go no fur- 
ther. The taxpayer is entitled to the rigor of the law. There is no latitude in 
a taxing ——a must adhere to the very words. (United States v. 
Merriam, supra, 187-188.) 
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The property which respondent acquired being a bequest, there is no occasion 
to ask whether, before being handed over to him, it had been carved from the 
original corpus of, or from subsequent additions to, the estate. The corpus 
of the estate was not the legacy which respondent received, but merely the 
source which gave rise to it. The money here sought to be taxed was not the 
ee) of a legacy; it was the legacy itself. (Matter of Stanfield, 135 N. Y., 292, 
With the utmost respect for the judgment of my brethren to the contrary, 
the opinion just rendered, I think without warrant, searches the field of 
argument and inference for a meaning which should be found only in the 
strict letter of the statute. 

Mr. Justice Butler concurs in this dissent. 


(I. T. 2175) 
REVENUE ACT oF 1918 


In the appeal of James P. McKenna (decision No. 127, docket No. 121, 1 
B. T. A., 326), acquiesced in by the commissioner (bulletin IV—-18, 1), the board 
of tax appeals held that the net gains of the taxpayer arising out of his illegal 
business of operating a handbook constituted taxable income under the revenue 
act of 1918, but that the gross income of the taxpayer derived from such book- 
making operations should be determined by free inst the total receipts 
therefrom the sum of the amounts paid to bettors on bis andbook plus amounts 
returned to bettors by reason of scratches, called-off bets, and lay-off bets. 

In the appeal of Mitchel M. Frey et al., executors William B. Scaife estate 
(decision No. 128, docket No. 391, 1 B. T. A., 338), acquiesced in by the com- 
missioner (Bulletin IV-18, 1), the board of tax appeals held that losses sustained 
in illegal gambling operations are not deductible under section 214 (a) of the 
revenue act of 1918. The board held, however, that the taxpayer was en- 
titled to offset his gains from illegal transactions against his losses from such 
transactions and, therefore, the amounts won by the taxpayer during the years 
in question, being less than the losses sustained by him, did not constitute 
taxable income. 

In view of these decisions, I. T. 1983 (C. B. III-1, 124) and I .T. 2127 
(bulletin IV-2, 14) are modified to conform thereto. 

(T. D. 3717—June 9, 1925) 
BANKRUPTCY—DISSOLVED CORPORATION—DECISION OF COURT 

1. CORPORATIONS—PARTNERSHIPS—LIABILITY FOR TAXES. ? 

Where the assets of a corporation have been transferred to a partnership 
of the same name and from the partnership to a corporation of the same 
name, which latter became bankrupt, the assets of the bankrupt corporation 
are liable for unpaid federal taxes due from the first corporation. 

2. BANKRUPTCY—CLAIMS—PRIORITY. 

Where a corporation is succeeded by a partnership of the same name, 
which in turn was followed by a corporation of the same name, each succeed- 
ing company taking over the assets of the prior organization, the United 
States is entitled to priority in payment, under section 64 (a) of the bank- 
ruptcy act, of a claim for taxes due from the first corporation over the claims 
of general creditors of the last corporation which became bankrupt. 


UnitTEp States District CourT FOR THE NORTHERN District oF TEXAS 
In the Matter of The Grand Leader, Bankrupt 
[April 25, 1925} 

In this tax claim the assessment made by the government is for the sum of 
$1,108.62, which was made in December, 1923, for additional taxes due for the 
year 1919 by a corporation of the same name as the bankrupt. 

_ The corporation against which this assessment was made was incorporated 
in the year 1917, and it was later dissolved on February 13, 1920. ter this 
date the same business was carried on under the same name by the stock- 
holders of the corporation as a partnership. However, two additional names 
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were interested in the partnership, these having what is termed by the wit- 
nesses ‘‘a working interest.’’ These parties so carried on this business until 
May 15, 1923, at which date a new corporation was formed under the same 
name, The Grand Leader, and this corporation carried on the identical business 
that has theretofore been carried on by the partnership and by the earlier 
corporation. 

In the bankrupt corporation the same persons owned and controlled the busi- 
ness, except that the two persons having a working interest in the partnershi 
also held shares of stock, for which they gave their promissory notes, which 
were to be paid for by the earnings of the corporation. 

This certificate has been before me once before. The referee, after hearing 
and after giving the United States opportunity to be heard, which seemingly 
was not taken advantage of promptly and fully by the government, the referee 
entered an order disallowing the claim of the government for said income tax 
against the bankruptcy corporation. 

The United States appeared and petitioned that the certificate be returned to 
the referee for the further development of the facts surrounding this tax claim 
and to have it allowed against the bankruptcy corporation. 

The trustee of the bankruptcy estate opposed the granting of this petition, on 
the ground that the government failed to take advantage of the opportunity 
already accorded it to do this, but, after considering the matter and in view of 
= showing made and questions involved, the record was sent back to the 
referee. 

After the taking of additional testimony and hearing, the referee returned the 
certificate with such additional evidence and his conclusions of fact and law 
upon the record as it now stands. 

The referee now finds that the government is entitled to have this tax claim 
allowed as an unsecured claim against the bankrupt corporation. 

The trustee of the estate and his attorneys were present and took part in 
such further hearing before the referee and have been advised of his addi- 
tional findings as to the allowance of said tax claim of the government as an 
unsecured claim. 

From the findings of the referee in this matter I quote as follows: 

“The testimony is rather extensive and complicated. The facts, as I see it, 
should have been gotten up by an accountant from the books and submitted as 
an agreed statement. It is very difficult to determine from the 21 pages of 
testimony taken and submitted herewith anything pertinent to the case, except 
what I have stated, which I will recapitulate as follows: 

“A corporation under the name of Grand Leader, followed by a partnership 
under same name, partnership followed by corporation under same name 
which became bankrupt; each successive concern assumed the obligations of 
its predecessor.” 

[ quote from the evidence, which the referee says is extensive and complicated: 

«Question. Were there any fixtures belonging to the old corporation turned 
over to the partnership? 

“Answer. Yes. 

“Question. What was the value? 

“‘Answer. I can not say. 

“‘Question. Were there any fixtures turned over from the partnership to the 
new corporation? 

“Answer. Yes. 

“Question. Can you not give us an idea as to what the fixtures were worth? 

“Answer. About $2,500. 

“Question. If I get you right, about $2,500 worth of fixtures came from the 
old corporation into the partnership and from the partnership into the new 
corporation that is bankrupt? 

“Answer. Yes, sir. 

‘Question (referee). Do you think they would bring that much cash if the 
trustee in bankruptcy had to sell them at cash sale? 

“Answer. To the best of my knowledge, that is what they would sell for 
at that time.” 
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Another witness, who was the main owner of this business from the first, 
testified that these fixtures were at different times during the first corporation, 
the partnership, and the last corporation mortgaged, but the evidence of the 
witness is of a character that it leaves the court in uncertainty as to the con- 
dition of the fixtures of this bankrupt at the beginning of the bankruptcy pro- 
ceedings. However, we are not shown affirmatively that any fixtures coming 
into the trustee’s hands were covered by a mortgage. 

On the record now before me, the United States claims that under the evi- 
dence taken and the finding of fact made by the referee it is entitled to pri- 
ority of payment of the assessed tax from the assets of the bankruptcy corpora- 
tion. Such priority is claimed by it under section 64 (a) of the bankruptcy act. 

There is nothing before the court indicating the trustee of the estate objects 
to the referee’s findings that the government be allowed its claim for this tax 
as an unsecured claim against the bankruptcy estate. This being the case, the 
only question now for determination is whether the government is entitled 
to the claim of priority for the amount of this assessment. Upon this ques- 
tion the United States has submitted a brief. 

The ‘‘Grand Leader”’ became bankrupt while owing the tax claimed here by 
the government, and under the provisions of section 64 (a) of the bankruptcy 
law the government is given the right of priority for this income tax. The 
claim being shown to be a tax claim, there is only the question of its being 
legally due and owing by the bankrupt. This tax claim of the government, 
which is admitted to be a personal liability of the bankrupt, is entitled to pri- 
ority of payment by virtue of section 64 (a) of the bankruptcy act. 

According to my views, there is no necessity for the existence of a lien to 
the government to vitalize priority here claimed. The record shows that the 
different agreements by which the partnership followed the corporation and 
the second corporation followed the partnership, each in turn assuming the 
liabilities of the preceding business concern, were not in writing. However, 
the point made by the trustee of the estate under the statute of frauds is an- 
swered by the fact that there was such part performance of the agreements 
entered into in each instance as to take it out of the provisions of the statute 
of frauds. The succeeding concerns, the partnership following first corporation, 
actually received the business assets of the preceding concern and continued the 
business of its predecessor. 

The continuance of this business is shown by the evidence given before the 
referee and it can not be questioned; this is supported in all that took place, 
and especially by the fact that the original permanent store fixtures secured 
by the original corporation were taken by the following partnership, together 
with the stock of goods which were renewed and replaced as the s and 
stock were sold out at retail. The second corporation, in turn, the bankrupt 
here, received from the partnership the same fixtures and the stock of mer- 
chandise that was carried by the partnership and the same business was con- 
tinued under the same name. 

In so far as the record before me goes there is no creditor of the bankrupt 
claiming to be protected by any specific lien upon any of the assets of the 
bankrupt now in possession of the trustee that entitled said creditor the pay- 
ment in full, not even any mortgagee of the store fixtures that came from the 
first corporation. 

The right of the government to priority of payment does not arise from any 
lien right, but comes from the provisions of the bankruptcy law pay | care 
of the tax claims of the United States. This right arose when the Grand 
Leader Co. was adjudicated a bankrupt. : 

If this tax claim is a correct tax claim, as I have indicated above, there is 
no cause shown why it should not have priority of payment over the general 
creditors of the estate. , 

In so far as the ruling of the referee does not provide for the priority of pay- 
ment of the tax claim of the government, which he finds to be due to the 
government from the bankrupt, I think his ruling is erroneous and should be 
reviewed and sent back to him with directions to arrange for priority of pay- 
ment of the government’s tax claim. 
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[Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ancy should not lead readers to assume that they are the official solutions of 
the board of examiners. They are merely the expression of the opinion of the 
editor of the Students’ Depariment.| 


AMERICAN INSTITUTE OF ACCOUNTANTS 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Part II 
(Continued) 


MAY 15, 1925, I P. M. to 6 P. M. 
No. 5 (20 points): 

On jomesy 1, 1919, Aand B bought land in Malaya, for a rubber plantation, 
for $570,000, each partner contributing $400,000 cash ascapital. Interest on 
capital was to be allowed at 6% per annum and net profits were to be divided 
equally. Personal drawings were limited, for the first five years, to $5,000 
per annum each, to be charged to expense as management salaries. 

During 1919 they spent $150,000 in clearing one-half of the land (called 
estate No. 1) of jungle growth, making roads and building houses and sheds; 
they also paid $30,000 for planting rubber trees. 

Wages and direct expenses for rubber cultivation cost $5,000 in 1920, $6,000 
in 1921, $8,000 in 1922 and $7,000 in 1923. 

; In 1922, sales of gathered rubber realized $80,000 and the 1923 crop realized 
200,000. 

As rubber trees do not reach maturity until after three years, ‘‘catch”’ crops 
of tobacco were planted. The planting and cultivation of these tobacco cro 
cost as follows:—in 1919 $1,500, 1920 $2,500, 1921 $4,000, 1922 $3,000 and 1923 
$5,000. 

The tobacco produced from estate No. 1 realized $3,500 in 1919, $6,000 in 
1920, $8,000 in 1921, $5,500 in 1922 and $9,000 in 1923. 

In 1921, an additional one-quarter of the land (called estate No. 2) was 
cleared at a cost of $90,000 and was planted with rubber trees at a cost of 
$20,000. Labor and expense charges paid for the rubber cultivation on this 
estate were $5,000 in 1922 and $6,000 in 1923. 

The cost of tobacco planting and cultivation on estate No. 2 was $2,000 in 
1922 and $3,500 in 1923, these crops realizing $3,000 and $6,000 respectively. 

The general expenses connected with the ovogning transactions were as 
follows:—1919 $6,000, 1920 $7,500, 1921 $7,000, 1922 $9,000 and 1923 $10,500. 

The foregoing data were gathered from cheque-book stubs, verified by bank 
statements, and information supplied by the partners, no other records being in 
evidence. 

Prepare profit-and-loss accounts and balance-sheets at the end of each year, 
1919 to 1923, inclusive, carrying forward the profits or losses. 


Solution: 

Usually a problem of this type states a period of productive life over which 
properly capitalized charges for development may be written off. The length 
of this period is not given in the problem, and the following solution ignores this 
factor, as the candidate could not be expected to have this specialized knowl- 
edge. 

Among other things the problem requires the “carrying forward of profits 
and losses” each year, 1919 to 1923, inclusive. It is assumed that what is 
meant is an accumulation of those expenses incurred during the period of 
development, less the profits from the ‘“‘catch”’ tobacco crop, for the purpose of 
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capitalizing these net expenses and deferring them over the years of rubber 
production. 

Based on the above assumption the following are given: a separate statement 
showing the expenses and tobacco profits for the three years, 1919, 1920, and 
1921, of estate No. 1, a separate statement showing similar items for 1922 and 
1923 for estate No. 2, and one for the rubber production of estate No. 1 for the 
years 1922 and 1923. 


A anp B Exuisit | 
Statement showing profits and losses by years of development period of estate No. 1 
Year ended December 31 














1919 1920 1921 
Wages and direct expenses (rubber)...... $5,000.00 $6,000.00 
on cc awe neat oe $6,000.00 7,500.00 7,000.00 
Partners’ salaries (drawings)............. 10,000.00 10,000.00 10,000.00 
NG. 5 «cia agen oe eee $16,000.00 $22,500.00 $23,000.00 
Less gross profit on tobacco produc- 
tion: 
Tobacco production. ............... $3,500.00 $6,000.00 $8,000.00 
Cost of tobacco production. .......... 1,500.00 2,500.00 4,000.00 
er rye Pe $2,000.00 $3,500.00 $4,000.00 
Loss on estate No. 1: 
For year ended 1919................ $14,000.00 
FOr YORE GREET TEGO 6.6 ociccic ccisiec cass $19,000.00 
Paar WORE GE Biko bn obs an caeleds $19,000.00 
Interest on partners’ capital accounts... ... 48,000.00 50,880.00 53,932.80 





Total losses “‘carried forward’’ $62,000.00 $69,880.00 $72,932.80 








Interest on capital accounts is generally accepted as a method of distributing 
profits. The base, in this problem, is the same for both A and B; and as draw- 
ings and profits are to be distributed equally, the interest could be ignored. 
But as the problem requires that it be allowed, it is considered in the solution 
as an additional expense to be “carried forward"’, although it is not good ac- 
counting to so treat it. 

In exhibit I, shown above, the entire interest charge is treated as an expense, 
but a new phase enters into the problem in exhibit II. Partners’ salaries are 
charged on the improved acreage basis of #4 and % as between estate No. 1, 
which was producing in 1922 and 1923, and estate No. 2, which was developing 
during those years. Interest on capital accounts, as a distribution of profits, 
should be charged in full against the profits of estate No. 1 for 1922 and 1923. 
It would be inconsistent to relieve estate No. 2 of this burden inasmuch as the 
interest of 1919 to 1921 inclusive was charged against estate No. 1. fo 

Continuing the assumption that it is intended that the interest be carried 
forward, we have distributed the charges for 1922 and 1923 on the improved 
acreage base of #4 and % as shown in exhibit II following. 
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A ann B Exuisit II 


Statement showing profits and losses by years of development period of estate No. 2. 
Year ended December 31 

















1922 1923 
Wages and direct expense (rubber)... . . . .....-.- $5,000.00 $6,000.00 
General expense—one-third of total. .... . . neal 3,000.00 3,500.00 
Partners’ salaries—one-third of total.............. 3,333.33 3,333.33 
ME oe ig kau gts mara derelict eh geahade ginnate $11,333.33 $12,833.33 
Less gross profit on tobacco production: 
ON MII sok 66 occ vce cceseacs .. $3,000.00 $6,000.00 
Cost of tobacco production.............. “ana 2,000.00 3,500.00 
Rolls Bre a Peres cee $1,000.00 $2,500.00 
Loss on estate No. 2: 
Ee eee ey $10,333.33 
i Sir biies hkd wa nae enkign $10,333.33 
Interest on partners’ capital accounts.......... .. 19,056.25 20,674.05 
Total losses ‘‘ carried forward”’............ $29,389.58 $31,007.38 








To arrive at a true net profit in the following statement it would be necessary 
to know the amount of the “‘losses carried forward’’ to be written off as a cost 
of the rubber sold. In addition, the cost of clearing the land, making roads, 
building houses and sheds, and planting the trees should be amortized. The 
rate of write-off would depend on the life of the trees, and whether or not re- 
placements were to be made. Not having these facts at hand, the profit-and- 
loss statement shown in exhibit III states the profit on the rubber sales of 
estate No. 1, without considering the above-mentioned important factors but 
including % of the interest charges for the respective years. 


A and B Exaursit III 


Statement of income and expense by years of the productive period of estate No. 1 
Year ended December 31 














1922 1923 
Sales of rubber—estate No. 1................... $80,000.00 $200,000.00 
Less—wages and direct expenses................ 8,000.00 7,000.00 
ROCCE FOS ROT LT $72,000.00 $193,000.00 
SO ES ee eee $5,500.00 $9,000.00 
Cee Ge SR III, ig bin 5c os koc cee teed 3,000.00 5,000 .00 
Gross profit on tobacco................ $2,500.00 $4,000.00 
| A 2 ee eer eT $74,500.00 $197,000.00 
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Deduct: 
ET SIIB E655 Sos a ES $6,000.00 $7,000.00 
IS 6 6 5.6 hb:408 ok ode ee 6,666. 67 6,666.67 
RE a 6 5.5 000 eke ck eta $12,666.67 $13,666.67 
Bilt SE 5 «5.6 S0' 03 0h dnd ota eee $61,833.33 $183,333.33 
Less interest on partners’ capital accounts......... 38,112.51 41,348.09 
Profit to capital account (exhibit IV)....... $23,720.82 $141,985.24 








Partners’ capital accounts are credited each year with interest at 6% per 
annum, and are credited with the profits of 1922 and 1923 as shown in exhibit 
III. Partners’ drawings, or salaries, are considered as expenses of the business 
and are treated as having been paid each year. 


A AND B Exuisit IV 


Statement of partners’ capital accounts for the five years ended December 31, 1923 














A B Together 
Original investment............. $400,000.00 $400,000.00 $800,000.00 
Interest on capital accounts 1919. . 24,000.00 24,000.00 48,000.00 
Balance—December 31, 1919.. $424,000.00 $424,000.00 $848,000.00 
Interest on capital accounts 1920... 25,440.00 25,440.00 50,880.00 
Balance—December 31, 1920.. $449,440.00 $449,440.00 $898,880.00 
Interest on capital accounts 1921... 26,966.40 26,966.40 53,932.80 
Balance—December 31, 1921.. $476,406.40 $476,406.40 $952,812.80 
Interest on capital accounts 1922... 28,584.38 28,584.38 57,168.76 
Profits—estate No. 1—(exhibit III) 
ERT TAS Jilaaiost bet als 11,860.41 11,860.41 23,720.82 
Balance—December 31, 1922.. $516,851.19 $516,851.19 $1,033,702.38 
Interest on capital accounts 1923... 31,011.07 31,011.07 62,022.14 
Profits—estate No. 1—(exhibit III) 
DN 6 ios ctadeeueercueasee 70,992 .62 70,992 .62 141,985.24 





Balance—December 31, 1923.. $618,854.88 $618,854.88 $1,237,709.76 








In the following balance-sheets it will be noticed that the “losses carried over ”’ 
are shown as additional costs of the estates Nos. 1 and 2. As stated above the 
costs of these estates should be amortized, and the balance-sheet requires 
qualification on this point. On the assumption that all costs and expenses 
(but not interest on partners’ capitals) are paid and all sales collected, in cash, 
an overdraft appears in 1921. Nothing is said in the problem as to this having 
been met by loans. 
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EXAMINATION IN AUDITING 


MAY I4, 1925, 9 A. M. TO 12.30 P. M. 


The candidate must answer all the following questions: 
No. 1 (12 potnts): 
A concern which you are auditing has several branches, each of which carries 
a large cash fund on the imprest system. In counting this fund in one office, 
where your ee papers indicate that there should be $12,000, you find 
fe) 


$9,000 made up as follows: 
Receipts for expenditures................ See Or $4,700.00 
Cash in bank per cashier’s cheque ER 2,100.00 
cs ah Ss bbehala seks ahd essa ass Berean 860.00 
Various IO U’s......... Lear SR ae Mee ee ty 140.00 
eee I WN IE gon nn Sn cc eckes arene 1,200.00 


These cheques include one for $580.00 signed by the cashier, one for $500.00 
signed by the branch manager, the others being personal cheques the drawers 
of which you do not know. State fully what you will do with regard to each 
of the items. How will you show them on your balance-sheet? Which, if 
any, would you take up with the officers of the concern and why? 


Answer: 

The $3,000 difference between the $9,000 accounted for and the $12,000 
called for by the working papers may be an expenditure for which there is no 
receipt, an error in the bank balance shown by the stubs or an actual shortage. 
It may possibly be an item in transit between the branch and the main office, 
but this is unlikely because the fund is kept on the imprest basis and remit- 
tances by the branch to the home office would be unusual. 

Receipts for expenditures—$4, 700.00: 

These should be examined to ascertain genuineness, proper approval and 
propriety of the expenditure. If possible, the items should later be traced 
to the main-office books. 

Cash in bank per cashier’s cheque book—$2,100.00: 

This should be verified by reconciliation with the bank statement as of the 
date of the examination, the balance shown by the statement being verified 
by certificate from the bank. 

Cash in drawer—$860.00: 

The cash should be counted by the auditor in the presence of the cashier. 

Various I O U’s—$140.00: 

These should be examined for approval of the branch manager and date, and 
the reason for their being held should be ascertained. 

Various cheques in drawer—$1,200.00: 

The cheques should all be examined as to dates, and the reason for their 
being on hand should be ascertained. The cheques of the cashier and branch 
manager should be brought to the attention of the main office. 

Cheques and I O U’s should be listed and it would be desirable to examine 
the fund later on in the course of the audit to ascertain whether or not such 
items remained on hand. 

As the fund is operated on the imprest system, the cheques on hand could 
not be expected to represent collections from customers. The reason for the 
appearance of each cheque should be determined, and if possible they should 
be deposited under control by the auditor. 
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If the examination is as of the date of the balance-sheet the above items 
should be incorporated in the accounts, as follows: 

Receipts for expenditures—charge to proper expense or balance-sheet 
accounts. 

Cash in bank—add to account of “‘cash in bank’’. 

Cash—add to cash account. 

I O U’s—charge to accounts receivable. 

Cheques—include in cash account if apparently genuine. 

If the examination is of a date subsequent to that of the balance-sheet, the 
above items should be worked back to the balance-sheet date and the resulting 
accounts included in the balance-sheet as just indicated. 

The presence of the I O U’s and the cheques of the cashier and branch 
manager should be taken up with the officers because of the possibility that 
they represent merely unauthorized borrowings from the working fund. 


No. 2 (12 points): 

Corporation A received on July 1, 1923, an option to purchase all the assets 
of corporation B for $1,000,000, payable $50,000 upon the date of the option 
and $50,000 semi-annually thereafter until the expiration date, July 1, 1925, 
when the balance will be due. The assets appear at a value of $800,000 on the 
accounts of corporation B. In the event that the option is not taken up on 
or before the expiration date, the payments made become forfeited to corpora- 
tion B. Corporation B had no surplus on June 30, 1923, all of its income havin 
been distributed. Subsequent to July 1, 1923, all its income, together wit 
the moneys received from corporation A, was paid out in dividends. You are 
auditing the accounts of corporation C, which is a stockholder in corporation B 
and is in receipt of the stated dividends from that company, which have been 
credited to profit and loss. State if you would accept the entries on the books 
of corporation C and, if you would not, state how you would advise that the 
matter be handled. 


Answer: 

It would be perfectly proper for company C to take up the amount of divi- 
dends received from company B, for the payments from A included in amounts 
distributed by B are profits whether A does or does not exercise its option to 
purchase the assets of B. The only question involved in accepting the entries 
on C’s books is whether or not the dividends should be credited to profit and 
loss or to the account of “Investment in B."”" If C’s share of B's profits is not 
taken up by a charge to investment account, as earned, then the credit to profit 
and loss would be proper. 


No. 3 (70 points): 

What steps would you employ to verify the amount carried on the balance- 
sheet of a corporation as insurance prepaid, where several hundred insurance 
policies are in force and handled in a special department? What, if anything, 
would you do as to premiums on employers’ liability insurance? What 
amount, if any, should the corporation carry on its balance-sheet for insurance 
premiums paid on the life of officers for the benefit of the corporation? 


Answer: 


The steps employed in verifying the amount of insurance prepaid would 
depend on the extent of the records kept in the inzurance department. If de- 
tailed records are kept, the accuracy of the methods employed in spreading the 


221 








The Journal of Accountancy 








premiums and determining the amount unexpired as of the balance-sheet date 
might be verified by tests. 

Accrued premiums on employers’ liability insurance should be computed by 
the auditor and the difference between the accrued premiums so determined 
and the estimated premium paid in advance shown on the balance-sheet as a 
prepaid expense or accrued liability. 

The corporation should carry on its books as an asset the cash surrender 
value of policies on the lives of officers, the difference between that amount 
and the premiums paid being treated as expense. 


No. 4 (z0 points): 

A suburban real-estate development company charges, at the close of each 
year, into its land account, six per cent on the cost of property remaining 
unsold, crediting interest account for the amount so charged. The value 
appearing in the land account is apportioned to the plots held for sale. In- 
terest account is closed each year to profit and loss and the balance in the latter 
transferred to the surplus account. The difference between the book value of 
a plot, including interest added thereto, and the amount received for sale 
thereof is poem to profit and loss. 

If, in the audit of the accounts, you disagree with the procedure used, state 
what you would consider to be the proper entries to record the charge for in- 
terest at the end of the year, the profit upon sales of land, and the effect upon 
profit and loss and surplus. If, in your opinion, the method used is correct, 
support your opinion with reasons therefor. 


Answer: 

Interest charged to and included in the land account is an anticipated earn- 
ing so long as the land remains unsold and therefore should not be carried to 
profit and loss and thence to surplus. If it is desirable to increase the land 
account by the amount of interest computed on the cost thereof the credit 
should be to a reserve or unrealized-profit account. When plots are sold the 
difference between selling price and book value (cost plus interest charged 
thereto) would be carried to profit and loss and there would be an additional 
credit to profit and loss and charge to the reserve or unrealized-profit account 
for the amount previously charged to the plots as interest on the cost thereof. 

However, the addition of interest seems to be wholly unwarranted. As to 
the year under audit it would appear proper to eliminate, as of the beginning 
of the year, all interest previously added, thus reducing the land valuation and 
the surplus as of the beginning of the year. The credits to profit and loss for 
profits on land sold during the year would be increased by this reduction in 
the book value thereof, but on the other hand profit and loss would not be 
credited for interest on lots still unsold at the end of the year. 


No. 5 (8 points): 

(a) A concern prepares its payroll for 1,000 employees, drawing its cheque 
for the total amount of the payroll to the order of the local bank which makes 
the disbursements to the concern’s employees. What would you consider the 
proper steps for the auditor to take, with reference to the payroll, in auditing 
the accounts of such a concern? 

(b) In the audit of the accounts of a corporation having about 1,000 em- 
ployees, you decide to supervise the disbursement of the payroll by the 
master. What, in your opinion, might be a proper reason for such a pr ure, 
and state the advantages or disadvantages, if any, of adopting such a course. 
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Answer: 

(a) When the payroll is disbursed by a bank, the payroll records of the 
company should be compared with the list of employees and amounts due 
which may have been furnished to the bank for its guidance in making the pay- 
ments. In addition the payroll records should be verified by reference to time 
reports and clock cards. The approval by proper persons should be verified 
and the mathematical accuracy of extensions and footings proved. Where 
personnel or labor departments are maintained, the payroll might well be com- 
pared with the records kept therein for the purpose of verifying wage rates and 
ascertaining that all persons listed on the payroll are really employed. 

(b) The reason for supervising disbursement of the payroll by the paymaster 
is that the inclusion of fictitious names may sometimes be detected in that 
manner. The chief advantage of adopting such a procedure, in addition to the 
more complete verification made possible thereby, lies in the effect on the 
paymaster’s department. The knowledge that such a procedure may be fol- 
lowed at times will usually minimize any tendency to pad payrolls. The dis- 
advantage of such a procedure is that it often meets with resistance and incurs 
the ill-will of that department with the result that the auditor is more hindered 
than helped in his work. 


No. 6 (8 points): 

Acorporation has been in business for ten years and both business and plant 
facilities have undergone a continualexpansion. It has made large profits and 
is in good credit standing with the banks. Describe how you would ascertain 
the amount which is practically and legally available for dividends. 


Answer: 

Except in the case of liquidating dividends, the amount legally available for 
dividends is the amount of unappropriated surplus and undivided profits of 
the corporation, provided such surplus and undivided profits are based on the 
proper valuation of assets and liabilities. That is to say, provision must 
have been made for the depreciation of property subject thereto, for the 
amortization of franchises, leaseholds, etc., and for all expenses of the corpora- 
tion. Surplus set aside for such purposes as sinking-fund reserves required by 
terms of bond issues or reserves for the retirement of preferred stock, etc., is 
not legally available for dividends. 

It is much more difficult to ascertain the amount practically available for 
dividends. To do so requires a careful examination of working-capital condi- 
tions and requirements. More specifically it is necessary to ascertain whether 
the working capital after payment of a proposed dividend will be sufficient for 
the conduct of operations and financing of proposed additions to plant. Not 
only must working capital as a whole be considered, but the cash situation must 
be studied in particular to determine whether there is enough to pay dividends, 
meet all required cash outlays for material, labor and equipment, and maintain 
required bank balances. 


No. 7 (12 points): 

A traction company, in a small city, has sustained continuous yearly losses 
showing, consequently, an operating deficit. The company callg on you to 
audit its accounts and — a statement which may aid the company in 
pressing its request, with the public-service commission, to allow an increase 
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of fare. Tabulate the various points to which you would give special con- 
sideration. 

If, in the above case, instead of being called by the traction company, you 
are employed by the city, which is opposing such increased fare, what points 
would you particularly emphasize in your investigation? 


Answer: 

From the standpoint of either the traction company or the city, the following 
points should receive special consideration: 

1. Whether the company is fairly capitalized and whether interest charges 
on bonded indebtedness and temporary borrowings (if any) are reasonable. 

2. The basis on which the plant property is valued, and the condition and 
age of the plant and equipment. 

3. The policy in respect of accounting for repairs, renewals, and depreciation. 

4. The amount of expenditures for maintenance. 

5. Determination of operating ratios and comparison of operating results 
with those of other companies similarly situated. 

6. Probable effect of increased fares on operating results both in absolute 
amounts and in ratios of expenses to income, income to property investment, 
income to capitalization, etc. 

Since the auditor’s report should be unbiased it would hardly seem appro- 
priate for the auditors to ignore or overemphasize particular points according 
to the side which he represented. 


No. 8 (12 points): 
What would you do with regard to each of the following accounts before 
certifying balance-sheets in which they appear: 


Reserve for depreciation, 

Reserve for restoration of leased property, 
Reserve for undeclared dividends, 

Reserve for contingencies, 

Reserve for bond sinking fund, 

Reserve for prepaid leasehold, 

Unamortized discount on securities purchased, 
Reserve for premium on future bond redemption? 


Answer: 
Reserve for depreciation 

First determine whether or not the asset depreciated is on hand and owned 
by the business, that it is carried on the books at cost, and that it has not 
already been fully depreciated. Next, it will be necessary to determine that 
the rate is reasonable. If these facts are found to be correct the reserve for 
derpreciation is correct, and should be deducted, on the balance-sheet, from 
the corresponding asset. 


Reserve for restoration of leased property 

Read the lease, and ascertain if its provisions are being carried out, especially 
that section having to do with the restoration of the property. The offsetting 
charge should be treated as a cost of manufacturing the same at a rental charge, 
or if no scientific or accurate method is followed, and a lump sum is set aside, 
the charge should be made to surplus account, as an appropriation of surplus. 
This would require a resolution by the board of directors and authority for the 
entry should be found in the minutes. 
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Reserve for undeclared dividends 


This is a surplus appropriation, and the authority and reason for setting it 
aside should be found in the minute book of the board of directors. 


Reserve for contingencies 


If a lump sum is set aside for contingencies by the board of directors, verify 
the authority and amount by reference to the minute book. In addition, if a 
particular contingency only is provided for, the account name should be 


changed to agree, e.g., “‘reserve for lawsuit’’, ‘reserve for rebates,” etc. If 
the amount appears to be inadequate, the report should be so qualified. 


Reserve for bond sinking fund 


The trust agreement should be read, and the sinking-fund requirements as 
outlined in the agreement ascertained. The auditor should distinguish be- 
tween the requirements for the fund and the requirements for the reserve, and 
should be guided in his verifications accordingly. 


Reserve for prepaid leasehold 


This is presumably a deferred-income account on the lessor’s books covering 
collections received in advance from the lessee. The amount should be verified 
by reference to any agreement requiring advance payments, and by examina- 
tion of the entries being made to gradually write off the account. On the 
balance-sheet the account should be shown in the ‘‘deferred income”’ section. 


Unamortized discount on securities purchased 


It is assumed that the securities in question are bonds, as an unamortized- 
discount account would not appear in the case of stock investments. 

If the securities purchased are intended as a temporary investment, the 
unamortized discount should be ignored and the securities carried at cost. 
If, on the other hand, the investment is of a permanent nature, the unamortized 
discount should be written off over the life of the securities and considered as 
additional interest. The cost, par, discount and life of the securities should 
be ascertained, and the unamortized balance verified. 


Reserve for premium on future bond redemption 


If the bonds are subject to an optional redemption before maturity, and it is 
decided to take advantage of the option, the board of directors may appropriate 
sums from surplus for this premium. The amounts and authority should be 
ascertained from the minutes of the meeting of the board and verified against 
the balance carried in the account. 

If the bonds are payable at a premium at maturity, which is unusual, the 
charges offsetting the credits to the reserve should be made to profit and loss 
as additional interest, the semi-annual amounts to be set up at interest dates 
determined by the same methods which are used in computing the amortiza- 
tion of bond discount or premium. 


No. 9 (8 points): 

_ (a) During the course of an audit, you note some items of outlay, charged 
in the period under review, which are applicable to a previous period. How 
would you deal with such items in your report? Would attendant circum- 
stances have any bearing upon the manner in which you would refer to them? 
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(b) If, in your opinion, the accounts were incorrect, would you make entries 
on the books of the corporation to make the adjustments you believe necessary? 
State your reasons. 

(c) What officer of a corporation is responsible for the proper keeping of 
books . account? Are his records subject to approval or disapproval by 
anyone 

(d) Describe four kinds of entries you consider should properly be made to 
surplus account. Should the bookkeeper determine which are proper transac- 
tions to be transferred to the surplus account? 


Answer: 

(a) Items of outlay recorded in the period under review but applicable to a 
previous period should be thrown back to such period by charges to surplus, 
unless they are trivial in amount and consist of such minor overlapping items 
as are usually found and which are offset by similar items at the beginning and 
end of each period. 

(b) Ordinarily an auditor would not make adjusting entries on the books, 
but would furnish his client a copy of the entries he considers necessary. He 
has no authority to make the entries himself. That is a matter reserved to the 
corporation’s officers and employees. 

(c) The secretary of a corporation is responsible for the proper keeping of 
books of account. Like all officers of a corporation, the secretary is responsible 
to the board of directors for his acts and his records and the manner of keeping 
them are subject to its approval. 

(d) Entries properly made to surplus account include: 

(1) Charges for dividends declared. 

(2) Charges to surplus of the amounts appropriated therefrom for special 
purposes by the board of directors. 

(3) Corrections of profits of prior periods. 

(4) Extraneous profits and losses. 

A competent bookkeeper should be able to judge what entries should be 
made directly in the surplus account. 


No. 10 (8 points): 

At the close of the year 1920, owing to the drop from war prices in material 
values, a concern suffered a loss in its inventory value of approximately one- 
third, or $750,000. At December 31, 1924, the same concern deemed it pru- 
dent to establish a reserve for inventory in the sum of $500,000. The items on 
the inventory were priced in detail at cost or market, whichever was lower. 
State, with reasons, how you would show the reserve on the balance-sheet, and 
any other financial statements prepared by you, to record the operations and 
financial position. 


Answer: 

A reserve for inventory set up as a purely precautionary measure after 
having valued the inventory at the lower of cost or market, would be shown as 
an appropriation of surplus ou the balance-sheet. In most cases cost or market, 
whichever was lower, would at December 31, 1924, have been a proper valua- 
tion of the inventory. Hence, the charge made in establishing the reserve 
should have been made against surplus and not against income. 
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MUNICIPAL BUDGETS AND BUDGET MAKING, by A. E. Buck. 
The National Municipal League, New York, 1925. 


The preface to this little book describes it as one of a series of monographs 
dealing with the technical phases of local government and administration, whose 
purpose is to aid in the development of a science of administration by which the 
products of the older sciences will be made available to government. It has 
been prepared not only as a handbook for those engaged in municipal work, but 
as a textbook for schools and colleges. The appendix has a number of problems 
and topics for discussion, twenty-six in all. Among these topics are the place 
of unit-cost data in the budget, government subsidy and the budget, and the 
theory and practice of restricting the powers of the legislative body in its action 
on the budget as presented by the executive. Asa more practical application 
of the study, the student is asked, among other things, to devise a set of ex- 
penditure-estimate forms for a city of 50,000 to 100,000 people and to prepare 
pro-forma budget from data furnished. The eight chapters carry the reader or 
student through the whole budget procedure from the make-up of the budget 
organization through the compilation of estimates, their review and fashioning 
into the budget, and the legislative action which shapes the appropriation, 
revenue and borrowing measures to the administration of the plan. The public 
accountant who is engaged in municipal work will find much that is helpful in 
the four chapters dealing more directly with the character and classification of 
the budget information, with data and forms, and with the administration of the 
budget plan. The book is by no means elementary, yet its language is simple 
and direct, making a pleasant two hours’ reading for anyone interested in the 
financial phases of municipal government. Much practical matter will be 
disclosed to which the reader will gladly turn when he takes up the making of a 
budget or the audit of city accounts, classifications of expenditures and income 
which he can readily expand or contract to fit the work in hand, forms for data 
supporting estimates of requirements and budget schedules. 

GEorGE REA. 


SIMPLIFIED SCHOOL ACCOUNTING, by Artuur J. Peet. The Bruce 
Publishing Co., Milwaukee, Wis. Cloth, 118 pp. 


A handy little book intended to explain in simple terms and with easily under- 
stood forms a system of accounting for small school districts, but it is spoiled 
for practical usefulness by careless preparation. For instance: receipts from 
bond issues and short term loans are not revenues though the author classes 
them as such (p. 56); and if “‘the only debits” to revenue accounts are “ refunds 
and adjustments” (p. 71), the school bookkeeper will be at a loss how to close 
these accounts at the end of the year. A still more serious blunder is the 
instruction that the sinking-fund reserve “is charged when payments are made 
from the general fund to the sinking fund” (p. 69). Realizing what a mess 
would result from these errors alone, I certainly can not recommend this book 
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for the guidance of school superintendents and teachers who may be ignorant 
of the art of bookkeeping. It isa pity, for in the main the author has succeeded 


very well in his aim. 
W. H. Lawton, 


ACCOUNTANTS’ REPORTS, by WititiaAm H. BELL. The Ronald Press 
Co., New York. Second edition. Cloth, 386 pp. 


At the hands of so experienced an accountant and so able a writer as Mr. 
Bell we may expect a notable bit of work, and his book on accountants’ reports 
does not disappoint expectation. That a second edition has been called for 
within three years is sufficient evidence of its popularity with the accounting 
profession and with students. In the present edition much new material has 
been added, new forms have been illustrated, and there is more detailed discus- 
sion of financial statements. The most notable feature is the inclusion of a 
complete audit report with comments, statements, exhibits, schedules and 
statistical tables. Reports are divided into four parts—the presentation, 
comments, certification and statements. The statements of course furnish the 
basis for the rest of the report, so the book takes up first the standard forms of 
balance-sheets and income statements, describing their comparative merits. 
After these accepted and customary forms, the author gives ample attention, 
with excellent illustrations, to consolidated statements and miscellaneous forms 
for special audits, and includes an illuminative chapter on graphic charts as an 
aid to making clear the information found in financial and statistical statements. 
In these days when income-tax returns form so large a part of an auditor's 
routine practice, it seems strange to find no form of report to cover this special 
work. There should be one. It is very seldom that a return agrees with the 
statements taken from the books, and realizing this fact the treasury depart- 
ment requires the taxpayer to preserve working papers showing the reconcilia- 
tion of returns with the books. While this regulation may be met by furnishing 
a copy of working papers to the client, I think a formal report would be better. 
Such a report would contain not only a reconciliation statement for differing 
items but also comments on debatable points, indicating specifically the 


sections of the law and regulations supporting the auditor’s contentions. 
W. H. Lawton. 


INVENTORY PRACTICE AND MATERIAL CONTROL, by FREDERIC 
W. Kitpurr. McGraw-Hill Book Company, New York. Cloth, 446 pp, 


I think it was the late Mr. Charles Vollum who once remarked that the aver- 
age business concern took but two inventories in the course of its life—the 
first when it started in business, and the second, after bankruptcy! That 
times have changed and the “‘ subject of inventories has risen from one of minor 
to one of primary importance” (to quote from the preface of Mr. Kilduff’s 
book) is due principally to the income tax and to tremendous increases in the 
investments in inventories. Some credit also might fairly be given to the edu- 
cative advice of public accountants, for the literature of accountancy for the 
last twenty years has consistently urged the importance of the inventory in 
ascertaining true profits. It can not be denied, however, that government fiat 
has accomplished at one swoop a reform that would have required many more 
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years of education. Whether or not he realizes the importance of the inven- 
tory, the merchant or manufacturer must report it in his income-tax return. 
Nevertheless it is probably true that very many so-called inventories are pure 
guesses in spite of the rigid rules prescribed by the treasury department. 
Reluctance to incur the expense and loss of time involved in taking a physical 
inventory is the usual excuse but the real cause is undoubtedly ignorance of a 
proper system by which an inventory can be taken with the minimum of loss 
and maximum of accuracy. There is a need for a manual of this kind, and Mr. 
Kilduff has supplied it. 

The book is divided into two parts, the first and main division covering the 
details of taking the physical inventory—that is, the actual counting, tagging, 
listing, classifying, and then pricing and valuing the items. The author lays 
particular stress on the importance of planning the entire operation and then 
maintaining the schedule as mapped out. This is something that anyone who 
has actually experienced the confusion caused by failure to follow instructions 
will fully appreciate. The second part is devoted to the control of materials or 
stock through the materials ledger supported by perpetual inventories. While 
this may appear beyond the scope of the main subject of the book, it is highly 
desirable if a concern can be induced to adopt it. It not only facilitates the 
checking of subsequent inventories, but it also furnishes valuable and continu- 
ous information during the periods between inventories. 

To the accountant-reader the most interesting chapters will be those dealing 
with pricing and valuing the inventory. On a cost basis these procedures are 
merely a matter of studying invoices and payrolls, tedious but involving no 
particular complications; but the perplexities and complications encountered 
when the basis is cost-or-market, a basis now accepted as the most conservative, 
need no demonstration. The reader will find a clear and exhaustive discussion 
of the many difficulties sure to arise, and if he lays the book down with the 
disappointed feeling that after all the value of an inventory is largely a matter 
of opinion, it will be no more than what the author, in common with most ex- 
perienced practitioners, frankly admits. 

A very informative chapter is the one on the retail method of inventory, a 
method which is growing in favor but about which we have not had much 
scientific explanation. It is one that should particularly commend itself to 
accountants for the reason that it puts the inventory on the cost-or-market 
basis automatically, a point that I do not remember to have seen emphasized 
before. 

I have said that Mr. Kilduff has supplied a much-needed manual but on 
second thought I should qualify this somewhat. It is without doubt a neces- 
sary and useful manual and reference book for public accountants, appraisers, 
or others with the technical training to understand and use it. The almost 
infinite amount of detail inseparable from the subject will daunt the average 
business man, especially of the smaller class. The accounting officers of large 
corporations have systems of their own from some of whom Mr. Kilduff has 
naturally obtained much of his information. But I heartily recommend the 
book to public accountants as a very practical guide in planning inventory- 
taking for their clients. 

W. H. Lawton. 
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STATISTICS AS APPLIED IN BUSINESS, by BENJAMIN FRANKLIN 
Younc. The Ronald Press Co., New York. Cloth, 639 pages. 


The purpose of this book is ‘‘ to present the essentials of elementary statistical 
methods in such a way that their application to the individual concern may be 
readily grasped by practical business men, as well as by students of commerce 
preparing for a business career.” 

The volume contains five parts and an appendix. Part one classifies the 
fundamental elements which are generally applicable to all business organiza- 
tions into three broad groups: (1) the personnel, (2) the finances, and (3) the 
operations. Each of these groups is subdivided into classes of facts. For 
example, under personnel are included three specific groups of facts: (1) the 
working force, (2) the wages, and (3) the employment conditions. Then 
consideration is given to the sources of statistical data and the methods of col- 
lecting such data. Part two describes the editing of initial primary basic rec- 
ords when they are received by the statistical department and discusses the 
types of basic records. Part three covers the presentation of statistical data. 
Three general methods of presentation are given: (1) the textual method, (2) 
the tabular method, and (3) the graphic method. Each method is described, 
and, while the author states that the method of presentation to be used in any 
particular case can not be designated in a book, he nevertheless describes each 
method so clearly that it should not be difficult for the reader to make his own 
selection in specific instances. Part four covers the analysis and interpretation 
of statistical data. This is the most technical portion of the book and is, there- 
fore, the hardest for the lay reader to understand. Part five contains a chapter 
describing certain mechanical aids for statistical work, such as computing and 
tabulating machines. Additional chapters cover relations between statistics 
and accounting and the organization for a programme of statistics. The ap- 
pendix contains a glossary of statistical terms, statistical reports and state- 
ments, some formulz and mathematical calculations and a number of problems. 

While this volume is essentially a text-book and is therefore of particular 
interest to the student or the person engaged upon statistical work, it may be 
read with profit by accountants and business men. The discussion has been 
presented for the most part in non-technical terms and is illuminated by the 
large number of illustrations given. These will be particularly welcome to the 
ordinary reader. One of the striking things about the book is that the presen- 
tation of the material is in keeping with the title. Each subject is taken up 
systematically. It is defined, classified, and sub-classified. Each classifica- 
tion is then described and finally a summarization is made of the whole subject. 

W. B. FRANKE. 


THE RETAIL METHOD OF INVENTORY, by Matcotm P. McNarr. 
A. W. Shaw Company, Chicago. Cloth, 143 pp. 


In this book we have a compact and comprehensive study of the method of 
taking inventories at selling instead of cost prices, afterward reducing them to 
the basis of cost or market whichever is lower. As Mr. McNair points out this 
is not a new idea as it has been used in one form or another by some dry-goods 
department stores for twenty years or more. In the earlier years of the in- 
come-tax laws the treasury department refused to accept inventories 
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by this method, insisting upon the cost or cost-or-market basis in all cases, 
but after the disastrous experience of 1920, and through the efforts of trade 
associations and accountants, by 1923 the department was persuaded that the 
retail method was not only approximately correct in itself but in abnormal 
times practically the only method by which the inventories of trading con- 
cerns could be fairly valued at all, since another regulation prohibited the use 
of arbitrary market prices which was the only alternative when there was 
actually no market. To use cost prices simply meant inflated inventories and 
the payment of taxes on non-existent profits. The retail-method regulation 
naturally aroused the interest of other retailers who had not theretofore been 
familiar with the method, and it has been steadily growing in favor. As its 
name indicates it is at present a method applicable only by retailers— 
that is, broadly speaking it can be used successfully only where the cost 
and the selling price can be determined and fixed in advance. A more rigid 
system of fixing selling prices would make it practicable for wholesalers, and 
signs are not wanting that they are giving serious attention to it. Obviously 
it can not be adapted to manufacturing enterprises, at least not until much 
further progress has been made in stabilizing cost accounting. 

Just what is the retail method of inventory? I quote Mr. McNair’s formula 
as the best answer to this question I have seen, viz:-— 

“For each department, or for each classification of merchandise, inven- 
tory at the beginning of a wpa is entered at both cost and retail figures; 
and all purchases during the period likewise are entered at both cost and 
retail figures. To the total retail figures is added the sum of additional 
mark-ups, less additional mark-up cancelations. Thus there are available 
total cost figures and total retail figures for all merchandise handled 
during the period. The difference between the total cost and total retail 
figures is the amount of mark-up. This is computed as a percentage of 
the total retail figure; and the complement of this percentage, that is, the 
difference between this percentage and 100%, is the percentage which 
represents the cost of merchandise. From the total retai/ figure are sub- 
tracted net sales for the period plus mark-downs, less mark-down cancela- 
tions. The remainder is a book — for the retail value of the mer- 
chandise that should be on hand. Then the actual physical inventory is 
taken at the retail figures es on the tickets on the merchandise in 
stock; and any discrepancy between the retail book inventory and the 
actual physical inventory is a retail stock shortage or overage, as the case 
may be. To the actual retail inventory figure is applied the complement 
of the percentage of mark-up in order to ascertain the cost-or-market 
valuation of the closing inventory.” 


That is the formula for the actual stock taking, and if it were all it might be 
a fair question whether the method is any better than the customary way of 
pricing the inventory at cost or market. Mr. McNair answers that it is, in 
at least three particulars, viz:—(1) the protection against errors and the 
simplification of listing and pricing, in that plain figures are dealt with instead 
of the usual secret cost symbols; (2) the consequent saving in time; and (3) 
the facilitation of proper valuing on the cost-or-market basis since the use of 
the mark-up and mark-down figures automatically records depreciation. But 
it is more than a mere method of stock taking. If the mark-up and mark- 
down records are accurately kept the method also becomes a system of mer- 
chandise control. For the figures of book inventory obtained by the retail 
method (1) reveal and help to locate discrepancies in stock, (2) facilitate the 
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planning of sales, stocks and purchases, (3) afford a sure basis for insurance 
settlements, and (4) permit the determination of gross profit at any time 
without the necessity for a physical inventory. 

There are some objections to the retail method of which the author states 
three as the main ones, viz:—(1) the inherent possibility of error in that the 
retail is admittedly an averaging method; (2) its dependence on the proper 
taking and recording of mark-downs; and (3) the volume of clerical 
work involved. Mr. McNair considers the first not serious in the light of 
reports to the trade associations and bureau which indicate that 
the inventories taken on both bases differ so slightly as to be negligible. 
The second he regards as rather a virtue in that it compels better accounting. 
The third applies practically only to the smaller business concerns. The 
larger ones must employ large clerical staffs whether they adopt the retail 
method or rely on cost-audits or perpetual inventory records. I think in many 
quarters there may be offered a fourth objection, viz., that mark-downs, 
especially at the close of a season, result in a valuation that is neither cost 
nor market but is what the merchant considers the worth of the marked- 
down goods to him. It is quite possible, for instance, for a department to 
offer at very reduced prices seasonal goods of an extreme style during the last 
few days of a season, hoping to get rid of them, but if it has an appreciable 
quantity left on its shelves at the close of the taxable period at a valuation say, 
of $1 per unit, it is not likely that the treasury department would accept this 
value if the same goods were quoted at $2 in the market. Mr. McNair touches 
upon this possibility (page 76) and argues that after all the real value is what it 
is worth to the merchant. We can readily agree with that as far as it concerns 
the merchant, but there must be some standard to go by, especially when we 
have to deal with the income-tax collector. Mr. McNair deals with the 
special problems to be treated in using the method, particularly the prob- 
lem of changing to it from the usual cost-basis method, and describes the 
routine procedure with illustrations of properforms. An appendix contains the 
printed and mimeographed regulations of the treasury department covering 
the use of the retail method, and there is a good index. 

It is undoubtedly a book useful to the public accountant, and to any client 
who is interested in the retail method. 

W. H. Lawron. 


INCOME TAX AND SUPER TAX, LAW AND CASES, by Ronatp 
Stapes. Gee and Co., Lid., London, E. C. 


Mr. Staples is associated with the inland-revenue department of the British 
government, and while he warns that his publication must not be construed as 
stating the official attitude upon the matters of which it treats, yet it is perhaps 
permissible to conclude that the rulings shown therein are in accordance with 
that which is acceptable to Great Britain’s taxing authorities. Like every 
book issued upon the subject of income and super taxes this volume is not 
one that will be used for other than reference purposes when a particular prob- 
lem is faced by the taxpayer or his representative. That Mr. Staples has 
recognized this fact is evidenced by the elaborate indexing that he has em- 
ployed. There is a table of subject headings; a table of statutes in respect of 
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the act of 1918 with elaborate cross references to prior enactments; an index 
of the arrangement of sections of the act; a table of cases, meaning court deci- 
sions upon important points, as well as appendices showing table of rates of 
income and super taxes each year since the introduction of imposts, and 
finally a table of rates of depreciation agreed upon by the various industries 
and the board of inland revenue. The main body of the work deals with 
“‘income-tax and super-tax law and cases’’ and this subject is arranged in 
alphabetical order and contains some six hundred pages of valuable informa- 
tion. This book is of undoubted value as a work of reference but until one 
learns the trick of extracting the desired information some difficulty will be 
encountered by the uninitiated in getting the picture necessary to the solution 
of his problem. However, one equipped with copies of the several acts under 
which these taxes are imposed will find in its arrangement and its indexes 
a quick and authentic answer to any question arising. 
STEPHEN G. Rusk. 
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